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LETTER OF TRANSMITTAL 


Wasuineton, December 23, 1957. 
CHAIRMAN, 


Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dear Mr. CuarrMan: I am transmitting herewith a report 
by an advisory group appointed by the Subcommittee on Internal 
Revenue Taxation to study subchapter C of the Internal Revenue 
Code of 1954, relating to corporate distributions and adjustments. 
This report is accompanied by the Subchapter C Advisory Group 
proposed amendments. 

The advisory group was appointed by the subcommittee on Novem- 
ber 28, 1956, to assist the subcommittee in its study of subchapter C 
of the 1954 Code. The advisory group consists of the following 
members: Norris Darrell, chairman, C. Rudolf Peterson, vice chair- 
man, Edwin S. Cohen, Marvin K. Collie, Kenneth W. Gemmill, 
Samuel J. Lanahan, and Leonard L. Silverstein. 

Neither the report nor the proposed amendments have been con- 
sidered or approved by the Subcommittee on Internal Revenue 
Taxation, or any member thereof. The committee has scheduled 
public hearings commencing January 7, 1958. This report and the 
accompanying proposed amendments are among the subjects to be 
considered in such hearings. 


Respectfully submitted. 
Witsur D. Mitts, 
Chairman, Subcommittee on Internal Revenue Taxation. 
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DeEcEMBER 23, 1957. 
Hon. Witsur D. Miixs, 
Chairman, Subcommittee on Internal Revenue Taxation of the 
Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


My Dear Mr. CuHarrmMan: We are pleased to submit to you here- 
with our report on subchapter C of the Internal Revenue Code of 
1954. 

Subchapter C presents some of the most difficult and perplexing 
problems arising under the Internal Revenue Code. The provisions 
of this subchapter are so interrelated that, generally speaking, no 
change can safely be made in one provision without careful considera- 
tion of the effect on other provisions. We have endeavored to the 
best of our ability, during the time available to us, to find the most 
suitable solutions, in keeping with the basic policy of subchapter C, 
to the problems presented by that subchapter. evertheless, we be- 
lieve that our conclusions can in some respects be improved upon with 
further study and consideration. The conclusions expressed in our 
report are therefore not presented as final and definitive but as subject 
to modification and improvement. We hope that before definitive 
action is taken sufficient time will be afforded to enable interested 
persons to make a thorough study of our report and the proposed 
amendments and to submit their comments and suggestions. 

Our report explains the changes in subchapter C we recommend 
for consideration as the result of our studies to date, together with 
related changes in other parts of the code. It also refers to certain 
matters as to which we have not recommended statutory amendments 
but which we believe warrant consideration. It does not discuss all 
matters relating to subchapter C which we have considered; and we 
contemplate giving further attention to certain of these matters, as 
well as to the recommendations contained in the report, with a view 
toward submission of such supplementary report as may seem 
appropriate. 

Our report is accompanied by a document setting forth the pro- 
posed statutory eaten: The proposed amendments are pre- 
sented in bill print form, with numbered lines, in order to facilitate 
study and comment. 

In determining upon our recommendations we have sought to 
balance so far as practicable the desirable objectives of (i) removing 
unintended benefits and hardships under subchapter C, (ii) effecting 
greater coordination and consistency between its various interrelated 
provisions, (iii) reducing the importance of form upon the tax conse- 
quences where substantially identical results are obtained, and (iv) 
achieving greater clarity and understandability of this intricate 
subchapter and, to the extent consistent with the basic approach 
reflected therein, greater simplicity in concept. 


Vv 
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We have not attempted in our report or the proposed amendments 
to deal with the addile m of effective dates of the proposed statutory 
changes. In general, we believe that statutory changes should be 
made prospective only. Except in the limited areas where it is 
expressly stated otherwise, nothing contained in our report or the 
proposed amendments is intended to constitute an expression of views 
or to give rise to an inference as to the proper interpretation of existing 
law. 

In submitting our report, we desire to express our appreciation of 
the helpful cooperation we received from the staff of the Joint Com- 
mittee on Internal Revenue Taxation, the Treasury Department and 
the Internal Revenue Service, representatives of which attended 
many of our meetings for the purpose of supplying information. We 
wish also to acknowledge our indebtedness to the American Law 
Institute and the coordinating committee of the Institute and the 
American Bar Association Section of Taxation for their helpful 
studies and reports with respect to matters dealt with in subchapter 
C, and to members of certain committees of the American Bar Asso- 
ciation Section of Taxation, the Association of the Bar of the City 
of New York and the American Institute of Certified Public Account- 
ants for their unofficial informal suggestions. Finally, we wish to 
express our gratitude to Mr. Edwin 8. Cohen, one of our members, 
who, as counsel to our group, assumed a heavier than normal share 
of the burden in connection with the preparation of our report and the 
proposed amendments, to Mr. Fred M. Ringel who contributed helpful 
assistance, to Mr. Lincoln Arnold who advised us in connection with 
drafting problems and to Mr. Arnold C. Johnson of the staff of the 
Joint Committee on Internal Revenue Taxation who served as our 
secretary. 

Respectfully submitted. 


Norris DARRELL, 
Chairman, 
C. Rupo.tr Pererson, 
Vice Chairman, 
Epwin 8S. Conen, 
Marvin K. Coun, 
KennetH W. GemMILL, 
SAMUEL J. LANAHAN, 
LEoNARD L. SILVERSTELN, 
Advisory Group. 





REPORT OF THE ADVISORY GROUP ON 
SUBCHAPTER C 


To Accompany 


SUBCHAPTER C ADVISORY GROUP PROPOSED 
AMENDMENTS 


The first section of the proposed amendments eliminates the necessity 
of referring to the Internal Revenue Code of 1954 each time a change 
is proposed with respect to such code. Whenever an amendment is 
expressed in terms of an amendment to or repeal of a section or other 


provision, the reference is to a provision of the Internal Revenue Code 
of 1954. 


SECTION 2. DISTRIBUTIONS OF PROPERTY— 
AMENDMENTS OF SECTION 301 


Under section 301 (b) (1) (B), the amount of a distribution in prop- 
erty (other than money) to a corporate shareholder is the lesser of (i) 
the fair market value of the property, or (ii) the adjusted basis of the 
property in the hands of the distributing corporation, increased in the 
amount of gain to the distributing corporation recognized under sub- 
section (b) or (c) of section 311. This provision applies not only in 
determining the amount of the dividend received by a corporate share- 
holder but also, in case the distribution is not out of earnings and 
profits, in determining the amount of the reduction in the basis of the 
shareholder’s stock or the amount of any capital gain resulting from 
the distribution. In the ordinary case of a distribution in kind, the 
existing provisions carry out the basic policy of the statute, but tech- 
nical amendments are needed with respect to certain fringe problems. 

(a) The statute does not specifically deal with the effect upon a 
corporate distributee of a distribution consisting of stock, or rights to 
stock, of the distributing corporation in cases in which under section 
305 (b) the distribution is not excluded from gross income. 

The advisory group believes that the statute should be amended to 
provide specifically that the rule of section 301 (b) (1) (B) (ii), limiting 
the amount of the distribution in the hands of corporate distributees 
to the adjusted basis of property in the hands of the distributing 
corporation, shall not apply to distributions of stock, or rights to ac- 
quire stock, of the distributing corporation which under section 305 (b) 
are taxable dividends. 

(b) A comparable problem arises if a corporation distributes its 
obligations to a corporate shareholder. It might be argued that the 
distributing corporation has no tax basis in its own obligations, and 
therefore the amount of the distribution under section 301 (b) (1) 
(B) (ii) is zero. 
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The advisory group recommends that the statute be amended to 
provide that in the case of the distribution of obligations of the 
distributing company, the amount of the distribution (to a corporate 
shareholder) shall be the fair market value of the obligations, or the 
principal amount of the obligations, whichever is the lesser. 

(c) Clause (ii) of section 301 (b) (1) (B) provides for increasing the 
adjusted basis of the distributed property by the amount of gain 
recognized ‘‘under subsection (b) or (c) of section 311”’, relating to dis- 
tribution of appreciated LIFO inventory and distribution of property 
subject to a liability in excess of its adjusted basis. No provision is 
made for an increase in the adjusted basis where gain is recognized 
under section 453 (d) to the distributing corporation on the distribu- 
tion of an installment obligation. 

The advisory group recommends that clause (ii) of section 301 (b) 
(1) (B) be amended to provide for an increase in the adjusted basis 
in any case where gain is recognized to the distributing corporation 
upon the distribution of the property. 

(d) The question has been raised as to whether section 301 (b) 
(1) (B) should be amended so that it would apply only if a dividends- 
received deduction is allowed with respect to the distribution in kind. 
The advisory group does not believe that the statute should be so 
limited. If property which has appreciated in value is distributed 
by a corporation which has no earnings or profits, the present statute 
properly prevents a step-up in tax basis (e. g., for depreciation deduc- 
tions) at the expense of only a capital-gains tax or merely a reduction 
in the basis of the stock in respect to which the distribution was 
received. However, there are some cases involving foreign corpora- 
tions where the advisory group believes that the amount of a distribu- 
tion in kind should be determined without regard to the adjusted 
basis of the property. 

The first case involves distributions by certain foreign corporations. 
In many cases it is most difficult, if not impossible, for the taxpayer 
or the Government to obtain information from the foreign corpora- 
tion as to the adjusted basis (as defined in our tax laws) of the property 
distributed. It is believed that the adjusted basis of property should 
not enter into the determination of the amount of distribution by a 
foreign corporation unless its dividends qualify for a dividends-received 
deduction under section 245. To so qualify, the foreign corporation 
must be engaged in trade or business within the United States and 
have derived a major part of its gross income from United States 
sources, and it will, of course, be filing Federal income-tax returns. 

The other case involves distributions in kind to a foreign corpora- 
tion not engaged in trade or business within the United States. If 
the distribution is taxable as a dividend, the fair market value of 
the property should be the amount subjected to tax, for the basis of 
that property in the hands of the foreign corporation has no Federal 
tax consequences. However, if the foreign corporation receiving the 
dividend is engaged in trade or business within the United States, 
and therefore entitled to the dividends-received deduction, then, for 
the protection of the revenues, the existing rule of section 301 (b) 
(1) (B) should apply to the distribution. 

The advisory group therefore recommends that section 301 (b) (1) 
(B) be amended so that it will not apply to distributions to foreign 
corporations not engaged in trade or business in the United States, 
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or to distributions from a foreign corporation unless a dividends-re- 
ceived deduction is allowable with respect to the distribution (or 
would be allowable if there were earnings and profits to cover the 
distribution). 

(e) Conforming amendments are made to section 301 (d), which 
provides the rules for determining the basis of property received in 
distributions in kind. 


SECTION 3. DISTRIBUT:! ONS IN REDEMPTION OF STOCK— 
AMENDMENT OF SECTION 302 


A. RECOMMENDATIONS FOR STATUTORY CHANGES 


Corporations having no earrings and profits——The advisory group 
recommends that section 302 (b) (1) be amended to provide specifi- 
cally that the fact that the corporation has no earnings and profits 
will not require the application of section 302 (b) (1). This is stated 
to be the intention of Congress in the 1954 Senate Finance Committee 
Report, and the regulations so provide (Regulations, sec. 1.302-—2). 
However, there is doubt that the present statute literally carries out 
this intention. The matter is of significance in the case of a deficit 
corporation in determining— 

(a) whether the distribution is to be governed by section 301 
(ec) (2) and (3) (in which event the amount of the distribution 
will be applied against the shareholder’s total basis for all his 
stock in the corporation and only the excess will be taxed as 
gain) or by section 302 (a) (in which event the shareholder will 
realize gain or loss measured by the difference between the 
amount of the distribution and the basis of the stock redeemed); 
and 

(b) whether if the shareholder is a corporation, and the dis- 
tribution is made in kind, the provisions of sections 301 (b) (1) (B) 
and 301 (d) (2) will apply, limiting the amount of the distribution 
to the lower of the fair market value or the basis of the property 
distributed. 

The recommended amendment will insure that the fact that the 
corporation has insufficient earnings and profits will not require the 
application of section 302 (b) (1). 

Redemptions of stock owned by partnerships——Under present law, 
in the case of redemption of stock owned by a partnership, section 
318 (a) (2) (A) provides that the partnership shall be deemed to own 
all the stock owned by each of the partners. Thus in determining 
whether a redemption of stock owned by the partnership complies 
with the substantial disproportionality test of section 302 (b) (2), 
stock owned individually by any partner must be taken into account. 
The redemption of all the stock owned by the partnership may result 
in dividend treatment to all the partners, even to those who own no 
stock individually, merely because one or more of the partners indi- 
vidually own stock in the corporation. 

With respect to the rule in present section 318 (a) (2) (A) the advi- 
sory group is recommending an amendment to limit attribution from 
a partner to a partnership to those cases in which the partner has at 
least a 5-percent interest in the partnership. The advisory group has 
concluded that the minimum percentage in section 318 may not be 
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safely increased beyond 5 percent because the rules of section 318 
apply in a number of parts of subchapter C, other than section 302, 
where a further increase would be inadvisable. However, for pur- 
poses of section 302 the 5-percent minimum will not serve to eliminate 
inequity involved in according dividend treatment to some partners 
merely because one of their partners, having a partnership interest 
greater than 5 percent, owns stock in the redeeming corporation. 

Accordingly, the advisory group recommends that a specific pro- 
vision be inserted in section 302 (b) (2) (D) requiring that the dis- 
proportionality test be applied separately for each partner, as though 
the stock owned by the partnership had been distributed to the part- 
ners immediately prior to the redemption and the stock redeemed had 
been redeemed in the hands of each partner. In this manner those 
partners who own stock individually may have dividend treatment on 
the redemption while others have capital gain treatment. For ex- 
ample, if the ABCD partnership, in which each of 4 partners has a 
one-fourth interest, owns 500 of the outstanding 1,000 shares of a cor- 
poration, and partner A individually owns the remaining 500 shares, a 
redemption of all the stock owned by the partnership will result under 
302 (b) (2) (D) in capital gain treatment to partners B, C, and D, 
but not to partner A. This is because the interest of B, C, and D in 
the corporation will each be reduced from 12% percent to 0, while 
A’s total interest will be increased from 62% percent to 100 percent. 

For a discussion of the changes recommended with respect to 
attribution of stock ownership in connection with redemption of 
shares individually owned by persons who are members of a part- 
nership, see the comments under Section 11: Constructive Ownership 
of Stock—Amendment of Section 318. 

Corporations having two classes of voting stock —The advisory group 
recommends that section 302 (b) (2) (E) be added to the statute to 
provide that where there is more than one class of voting stock the 
determination of the ratio of voting stock owned before and after the 
redemption is to be made in accordance with the combined voting 
power of all classes of stock entitled to vote. While it is believed 
that this is the rule under present law, it is felt that a clarifying 
amendment is advisable to eliminate a question of construction. 

Time for testing application of section 302 (6) (2).—The advisory 
group recommends that section 302 (b) (2) (F) be added to the 
statute to deal specifically with the manner of determining whether 
the application of the 80 percent substantial disproportionality test 
of section 302 (b) (2) has been met in cases in which the redemption 
price is payable in installments. Where all the shares to be redeemed 
are turned in at the time of the initial payment, there are technically 
no shares turned in at the time the subsequent payments are receive 
It is thought advisable to provide specifically that the subsequent 
installments qualify for capital gain treatment if the 80 percent 
substantial disproportionality test is met at the time the shares are 
surrendered. 

Redemptions of preferred stock.—The advisory group recommends 
that section 302 (b) (5) be added to the statute to provide that section 
302 (a) shall apply to a redemption of preferred stock if the share- 
holder owns less than one percent of the common stock and voting 
stock in the company after the redemption. This change is made 
primarily for the purpose of assuring capital-gain treatment auto- 
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matically to most cases of redemptions of preferred stock by widely 
held companies, but is not limited to such cases. At present it has 
been a frequent practice to secure advance rulings from the Internal 
Revenue Service in such cases under the general provisions of section 
302 (b) (1). The proposed revision Sool make such rulings unneces- 
sary. All the rules of stock attribution in section 318 (a) will apply 
to making the determination of one-percent ownership after the 
redemption. Moreover, if the preferred stock is section 306 stock, 
the special rules of section 306 will apply. 

Application of constructive ownership rules to section 302 (b) (1).— 
The advisory group recommends that section 302 be amended to 
provide specifically that, in determining whether a stock redemption 
is essentially equivalent to a dividend under section 302 (b) (1), the 
constructive ownership rules of section 318 shall not be applicable 
but the relationships described therein may be taken into account 
along with all other facts and circumstances. For example, where a 
father and son own large interests in a corporation but have become 
estranged so that the son desires to buy the father out of the business 
by means of a stock redemption, it may be that the redemption will 
not qualify under section 302 (b) (2) or (b) (3) because the father 
has other stock attributed to him. Where the father is one of the 
beneficiaries of a trust owning a small amount of stock, the father 
will be unable to terminate completely his interest in the corporation 
if the trustee is unwilling to have the trust’s stock redeemed. As a 
result, the father cannot comply with the requirements of section 
302 (c) (2), and the son’s stock will be attributed to the father despite 
the fact that all of the stock actually owned by the father has been 
redeemed. This amendment appears as section 302 (b) (6). It is 
believed that this amendment reflects the intent of the present 
statute, which now states that the fact that the redemption does not 
qualify under (b) (2) or (b) (3) shall not be taken into account in 
making the determination under (b) (1). 

Series transactions.—The advisory group recommeads that section 
302 (b) (2) (D), relating to a series of redemptions, be removed to 
section 302 (b) (7) and made applicable to 302 (b) (1) and (3) as 
well as 302 (b) (2). At present, it literally applies only to section 
302 (b) (2) (C), defining substantial disproportionality. As amended, 
the provision would make clear that the requirement of section 302 
(b) (2) (B) that a shareholder own less than 50 percent of the voting 
power after a substantially disproportionate redemption cannot be 
avoided by a planned series of redemptions. 

The proposed revision would also make it clear that the rules 
regarding substantially disproportionate redemptions and termination 
of interest cannot be avoided by subsequently effecting sales between 
shareholders pursuant to a prearranged plan. Nor could the rules 
be avoided by a plan involving new issues of stock. In this connec- 
tion, see the comments under “Rights to buy unissued stock,’’ infra, 
regarding a recommended amendment to section 302 (c) containing 
a special rule for determining the amount of the dividend when there 
is an option to acquire previously unissued stock. 

Complete termination of interest must include termination of spouse’s 
interest.—Section 302 (c) (2) provides that the family attribution rules 
shall not apply where there is a complete termination of a shareholder’s 
interest in a corporation. It is recommended that section 302 (c) 
(2) (A) be amended to provide that attribution between spouses will 
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continue to apply under these circumstances. Thus, a complete 
termination of a shareholder’s interest would have to include also a 
complete termination of the interest of the shareholder’s spouse. It 
is felt that, because of the close relationship between husband and wife, 
it is not clear that the distributee ceases to have an interest in 
the corporation if his spouse continues as a shareholder. Frequently, 
he can, through the continuing spouse, still maintain an effective voice 
in the management of the corporation. 

It was suggested to the advisory group that stock owned by the 
members of the distributee’s household be attributed to him despite 
the complete termination of his interest in the corporation. The 
advisory group considered that this would be too broad. A stronger 
case might be made for applying such a rule in the case of minor chil- 
dren, but the advisory group felt that the 10-year rules in section 
302 (c) (2) (A) and (B) afford adequate protection in such case. 

Retention or reacquisition of interest in subsidiary, parent, or successor 
corporations.—Section 302 (c) (2), in general, provides that the family- 
attribution rules shall not apply if there is a complete termination of 
the shareholder’s interest in the corporation and no reacquisition of 
such an interest within 10 years. The Treasury regulations extend 
this statutory rule to prohibit the shareholder from having an interest 
in a subsidiary, a parent, or a successor of the redeeming corporation 
(sec. 1.302-4 (c)). The advisory group recommends the enactment 
of section 302 (c) (2) (D) to provide a specific statutory basis for this 
regulation and to define more clearly the scope of the rules, Under 
this provision, a subsidiary would have to be 50 percent owned, a 
parent would have to own 50 percent of the redeeming corporation’s 
stock, and a successor would be any corporation to whom the carryover 
provisions of section 381 (a) would apply. 

Retention or enforcement of rights as a creditor —Under the termina- 
tion of an interest rule of section 302 (c) (2), the prohibition against 
the retention of interest in the corporation does not apply to an interest 
retained or acquired as a creditor of the corporation. However, the 
statute makes no special provision regarding subsequent acquisitions 
of stock interests through enforcement of rights as a creditor. The 
Treasury regulations prohibit the acquisition of stock of the redeeming 
corporation, a subsidiary, or a parent, even if such acquisition results 
only from the enforcement of rights as a creditor holding a defaulted 
obligation of the corporation issued on the redemption of the stock. 
The former stockholder, now a creditor, may be unable to protect his 
right to payment of deferred installments of the purchase price of his 
stock without the redemption being treated as a dividend. On the 
other hand, the possible reacquisition of stock interests after a down- 
payment has been received on redemption of stock may provide 
opportunities for abuse if capital-gain treatment on the sums received 
were assured. The advisory group recommends the enactment of 
section 302 (c) (2) (C) providing that the reacquisition of a stock 
interest in the redeeming corporation, its subsidiary, parent, or suc- 
cessor, as a result of the enforcement of rights as a creditor will be 
considered to be in the enforcement of rights as a creditor only if the 
default in the corporate obligation could not reasonably have been 
aaa at the time of the redemption, or at the time of creation 
of such creditor relationship, whichever is later. 

Rights to buy unissued stock —The advisory group recommends that 
a new section 302 (c) (3) be inserted dealing with cases of redemptions 
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of stock from persons who hold options to acquire unissued stock or 
treasury stock from the redeeming corporation. The new section 
would state that the rule of section 318 (a) (4) providing that a holder 
of an option will be considered to own the stock which is subject to 
the option will not apply to options to acquire unissued stock where 
the redemption price received for the stock does not exceed the price 
which must be paid to acquire a like amount of stock on exercise 
of the option. The right to reinvest at the same or a higher price 
should not make the redemption proceeds a dividend when it would 
not otherwise be. It would be further provided that, if the redemption 
price does exceed the option price, only the difference may be treated 
as a dividend. 

The advisory group believes that further consideration should be 
given to the matter of rights to buy unissued stock, as well as to 
devising a new rule to apply to options to acquire issued stock from 
other stockholders. The present rule may in some cases lead to 
taxing the wrong person where there is a redemption of shares from 
one shareholder who has an option to acquire a corresponding number 
from another shareholder at the redemption price. If done pursuant 
to a plan, the redeeming shareholder may be merely a conduit through 
whom the proceeds pass to the shareholder granting the option. The 
latter may be the one who in reality should be charged with the 
dividend. (See American Law Institute, February 1954, draft, sec. 
X531.) 

Lost basis.—Under section 302 where amounts distributed in re- 
demption of stock are taxed as a dividend, there is no provision per- 
mitting the basis of the redeemed shares to be added to the basis of 
other shares owned by the taxpayer or by other persons within the 
attribution group, nor is a loss allowed to the taxpayer. The Treasury 
regulations provide in general terms that “proper adjustment”’ will be 
made to the basis of other stock, and set forth several illustrations 
(sec. 1.302—2 (c)). The advisory group recommends the insertion of a 
statutory provision requiring that, under regulations prescribed by the 
Secretary, the basis of stock redeemed under circumstances giving rise 
to dividend treatment shall either be added to the basis of other stock 
owned by the taxpayer (determined without regard to section 318) or 
owned by another person whose stock is attributable to the taxpayer 
under section 318, or else shall be allowed as a loss to the taxpayer. 
The advisory group gave consideration to the insertion of detailed 
statutory rules concerning this adjustment, but concluded that it 
was desirable to leave the matter to regulations in view of the varied 
types of situation that are encountered. 

Redemptions of stock issued by railroad corporations in certain re- 
organizations.—The advisory group calls to the attention of the sub- 
committee the special provision in section 302 (b) (4) which grants 
capital-gain treatment to redemption of stock by railroad corporations 
where the redemption is made pursuant to a plan of reorganization 
under section 77 of the Bankruptcy Act. While the provision has 
been included in the proposed revision, the advisory group knows of 
no reason why this special exemption should be continued. 


B. NO LEGISLATION RECOMMENDED 


Application of constructive ownership rules to redemptions from es- 
tates._-The attention of the advisory group was called to cases involv- 
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ing redemptions from estates of deceased shareholders made purstiant 
to contracts between the decedent and the corporation. Such a re- 
demption does not qualify under the 1954 Code for capital gain treat- 
ment under sections 302 (b) (2) or (3) even though all stock owned 
by the estate is redeemed if the beneficiaries of the estate own a sub- 
stantial number of shares outright or by attribution from other sources. 
However, the redemption may qualify under section 302 (b) (1) as a 
distribution not essentially equivalent to a dividend, particularly in 
view of the recommended amendment to section 302 (b) (5) of 
present law (sec. 302 (b) (6) in the proposed revision) providing that 
the attribution rules of section 318 shall not be applicable to section 
302 (b) (1) but that the relationships described therein may be taken 
into account along with all other facts and circumstances. The ad- 
visory group feels that in view of section 302 (b) (1) and the recom- 
mended change in section 302 (b) (5) of present law (sec. 302 (b) (6) 
in the proposed revision) this situation can be adequately dealt with 
in the light of the special circumstances of each case and no special 
statutory rule is required. 

Stock redemptions qualifying for capital gain treatment—effect of num- 
ber of shares exchanged.—Where a stock redemption qualifies for capital 
gain treatment under section 302 (a) or under section 346 a number of 
questions regarding the amount and character of the shareholder’s 
gain or loss may arise: (a) Should the number of shares actually sur- 
rendered ever be disregarded in determining the amount of the share- 
holder’s gain or loss—if so, when, and with what results? (6) Should 
the shareholder’s basis for all of his shares be averaged or prorated in 
any circumstances in determining his gain or loss—if so, when, and 
with what results? (c) What should the rules be when the shareholder 
has some shares which have been held for more than 6 months and 
some shares which have been held for less than 6 months? 

The advisory group does not recommend any legislation with respect 
to these matters at present. It appears that these problems are 
being adequately handled administratively and that there is no 
present necessity for detailed rules in the statute. 

Determinations of fair market value where there 1s more than one class 
of stock.—Questions have been raised regarding the difficulties in 
determining fair market value of stock in closely held corporations 
where there is more than one class of common stock. Such a determi- 
nation is necessary under existing law in ascertaining whether the 
80 percent substantial disproportionality test of section 302 (b) (2) 
has been met. The Service does not give advance rulings where 
factual determinations of value are involved. However, the only 
feasible substitute for the present statutory rule would appear to be 
to require that the 80 percent test of substantial disproportionality 
be met with regard to each class of common stock. Such a rule would 
be stricter than the present law. If a taxpayer met that requirement, 
he would be able to obtain an advance ruling at present. Accordingly, 
no legislative change is recommended in this regard. 

Reductions in par or stated value of stock.—Questions have been raised 
as to whether a distribution by a corporation of its property accom- 
panying a reduction in the par or stated value of its outstanding stock 
should be treated as a distribution in redemption of stock. The 
House bill in 1954 so provided (sec. 312 (e)), but the provision was 
deleted by the Senate. The advisory group recommends no legisla- 
tion with respect to this matter. 
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C. ADDITIONAL MATTERS 


Original issue preferred stock with a high redemption price.—The 
advisory group has been asked to consider the problem raised by 
original-issue preferred stock having a high redemption price which is 
issued at a price substantially less than the redemption price. This 
problem was item No. 14 of part I of the November 7, 1956, release 
of the Subcommittee on Internal Revenue Taxation. In some cases 
such stock may be sold, subject to capital gain rates, to a third party 
immediately prior to redemption. In addition, some redemptions of 
this preferred stock may qualify for capital gain treatment. 

The advisory group makes no recommendation upon this matter. 
However, it desires to point out the following matters for consideration: 

(1) Where the holder of such preferred stock also owns more 
than one percent of the common stock there will be no capital 
gain treatment from a redemption unless there is also a simul- 
taneous redemption of a significant amount of his common 
stock, except for the possibility that he could invoke section 
302 (b) (1) (distributions not essentially equivalent to a divi- 
dend). 

(2) The advisory group does not feel that there is occasion to 
disturb the longstanding general rule that where a redemption 
of preferred stock is entitled to capital gain treatment, that 
treatment applies to the entire amount received, including 
amounts equal to the accrued and unpaid dividends as well as 
to the par value and any redemption premium. 

(3) Possibly if confined to cases in which there is a mandatory 
sinking fund or a mandatory retirement provision, a rule com- 
parable to section 1232 (involving original issue discount on 
bonds) might be considered with respect to preferred stock. 

Preferred stock in closely held corporations.—Another problem arises 
in connection with the redemption of preferred stock by a closely beld 
corporation. Unlike large publicly held corporations, the small 
closely held corporation must normally look to its stockholders as the 
only market for its preferred stock. As section 302 operates in prac- 
tice, preferred stockholders of publicly held corporations are normally 
not concerned over a dividend tax when their preferred stock is re- 
deemed, even though they also hold common stock in the same cor- 
poration; on the other hand, in the case of preferred stockholders who 
are also common stockholders of a closely held corporation, the likeli- 
hood of dividend consequences on the redemption of their preferred 
stock is very real. The advisory group has considered the desirability 
of recommending enactment of an additional statutory rule under 
which some redemptions of preferred stock in the hands of common 
stockholders (to which the proposed new sec. 302 (b) (5) would not 
apply) would be permitted to qualify for capital gain treatment, even 
though the redemptions are pro rata and the corporation has accumu- 
lated earnings. The applicability of such a provision could be limited 
to redemption of preferred stock issued for cash at par and to redemp- 
tions involving not more than a specified percentage of the total 
amount of paid-in capital represented by all the stockholders’ steck. 
Or it could be limited to redemption distributions (i) made over a 
specified period of years, (ii) representing not inore than a specified 
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percentage of the capital paid in by the stockholder whose stock is 
redeemed and (iii) conditioned upon his having received from the 
corporation and reported as ordinary income during prior years not 
less than a specified return on his equity investment in the corporation. 
Since any such proposal would involve deliberately carving out an 
exception to the general policy of subchapter C with respect to the 
taxation of distributions having the effect of dividends, and since it 
might have an effect upon the revenue, the advisory group has con- 
cluded to make no recommendation other than that the problem be 
given consideration from a policy standpoint. If any such proposal 
is enacted it should contain a provision dealing with the problem of a 
high redemption price discussed above. 


SECTION 4. DISTRIBUTIONS IN REDEMPTION OF STOCK 
TO PAY DEATH TAXES—AMENDMENT OF SECTION 303 


Existing regulations under section 303 do not permit stock which 
has been acquired by purchase to qualify for a section 303 redemption. 
This rule reflects the intention of Congress (S. Rept. No. 2375, 81st 
Cong., 2d sess., p. 83). This regulatory rule also applies to stock 
received by a legatee in satisfaction of a specific monetary bequest. 
The regulations apparently view the transaction as if the executor in 
fact satisfies the specific bequest with cash which cash is then used 
by the legatee to buy the stock from the estate. 

The proposed amendment to section 303 will permit stock received 
by a legatee from the decedent’s estate in satisfaction of a specific 
monetary bequest to such legatee-shareholder to qualify for redemp- 
tion under section 303. The proposed amendment does not affect 
the general prohibition against qualification for a section 303 redemp- 
tion of stock acquired by purchase as the term “purchase’”’ is generally 
understood. 

The proposed rule also eliminates questions which may arise because 
of Revenue Ruling 56-270 (1. R. B. 1956-25, 22). This ruling involves 
a bequest to a surviving spouse of an amount sufficient to take advan- 
tage of the maximum marital deduction authorized by section 2056. 
It holds that such a fixed formula marital bequest will result in gain 
being recognized to the estate to the extent that the fair market value 
of the property on the date of its distribution in satisfaction of the 
bequest exceeds the basis of the distributed property. In other words, 
the ruling treats such a bequest as a specific monetary bequest. The 
proposed amendment will remove any inplication that stock received 
by a surviving spouse in such a case may not be redeemed under 
section 303 if the stock is part of the property left to the spouse under 
the terms of a marital deduction formula. 


SECTION 5. REDEMPTION THROUGH USE OF RELATED 
CORPORATIONS—AMENDMENTS OF SECTION 304 


The advisory group recommendations concerning section 304 are 
intended primarily to make it operate as it is believed Congress 
intended. It is recommended that the fundamental approach of 
section 304 be retained. Section 304 deals with the special situation 
where a shareholder’s stock is acquired from him by a corporate 
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entity other than that which issued the stock. The acquiring cor- 
poration may be a brother or sister corporation of the issuing corpo- 
ration (two corporations are said to be brother-sister corporations 
where, for example, all the stock of each is owned directly by the 
same individual). The acquiring corporation may be the subsidiar 
of the issuing corporation. The special rules of section 304 treat suc 
an acquisition of stock, in both the brother-sister and parent-subsid- 
lary cases, as a redemption for purposes of testing the distribution 
under the rules of sections 302 and 303 in order to determine whether 
it is a distribution of a taxable dividend or is in part or full payment 
in exchange for the stock acquired. 

The advisory group recommends, in subsection (a) of section 5 of 
the proposed amendments, that the last sentence of section 304 (a) (1) 
of present law be transferred to a new paragraph (3) to be added to 
section 304 (b), and be expanded to apply to redemptions of stock by 
subsidiary corporations as well as to redemptions of stock by so-called 
brother-sister corporations. The purpose of the proposed amendment 
is explained more fully below. 

The advisory group recommends, in subsection (b) of section 5 of 
the proposed amendments, that the last sentence of section 304 (b) (1) 
be revised. Under existing law, in making determinations under 
section 302 (b), in order to test whether a distribution in redemption 
by a corporation other than the issuing corporation shall be treated 
as in part or full payment in exchange for the stock redeemed, the 
50-percent limitation in section 318 (a) (2) (C) relating to corporate 
constructive ownership of stock is eliminated. Thus, for purposes of 
testing a distribution for dividend consequences, a corporation is 
deemed to own all stock owned by any of its shareholders and, con- 
versely, shareholders are deemed to own all stock owned by any 
corporation in which they have an interest. As noted in the com- 
ments under Section 11: Constructive Ownership of Stock—Amend- 
ment of Section 318, the advisory group proposes, in the case of 
attribution from corporations, to reduce the limitation to 5 percent 
(proposed sec. 318 (a) (2) (C)) and proposes, in the case of attribution 
to corporations, to continue the limitation at 50 percent (proposed 
sec. 318 (a) (3) (C)). For purposes of section 304, it is proposed 
that the limitation in section 318 (a) (3) (C) be also reduced to 5 
percent. It is believed that this 5-percent limitation is sufficiently 
low so as not to give rise to tax avoidance. 

Under existing law, if a brother or sister corporation redeems stock 
of the other corporation from one of its shareholders, the amount of 
the distribution in redemption which can be taxed as a dividend to the 
redeeming shareholder is limited to the earnings and profits of the 
acquiring corporation. In the parent-subsidiary case, under existing 
law, the determination of the amount which is a dividend is made 
as if the property were distributed by the subsidiary to the parent 
corporation and immediately thereafter distributed by the parent 
corporation. As a result, if there are earnings and profits in either 
the parent or the subsidiary corporation, the distribution can be taxed 
as a dividend. Under the amendment proposed in subsection (b) (2) 
of section 5, in the brother-sister case, the determination of the amount 
which is a dividend would be made as if the property were distributed 
by the issuing corporation to the acquiring corporation and immedi- 
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ately thereafter distributed by the acquiring corporation. In most 
transactions involvi ing redemptions of stock by a brother or a sister 
corporation, the acquiring corporation will become a substantial stock- 
holder of the issuing corporation—if not its actual parent corporation. 
This rule will have general application and also will take care of a 
particular situation brought to the attention of the advisory group. 
Assume, for example, that individual A owning all the stock of the X 
corporation creates the Y corporation. Y corporation then borrows 
money from outside sources to purchase all the stock of the X corpora- 
tion from individual A. If the X corporation is then liquidated into 
the Y corporation and its assets used to pay off the loan, such a trans- 
action may be treated generally as a reorganization accompanied by a 
distribution of boot. However , if the X corporation is not liquidated, 
but merely pays cut dividends to the Y corporation to satisfy the 
loan payments, the transaction would appear to be beyond the scope 
of the litera! language of section 304. Under the existing statute, the 
attack on the transaction could only be by use of rules developed 
judicially to combat tax avoidance. 

Under existing law in the case of brother-sister redemptions, the 
stock acquired, for purposes of determining its basis to the corporation, 
is treated as though it were contributed to the corporation’s capital 
by the shareholder. This contribution to capital rule is applied 
regardless of whether the distribution by the acquiring corporation 
is treated as a dividend to the shareholder or whether the transaction 
results in capital-gain consequences. The rule results in a carryover 
in basis of the stock from the shareholder to the acquiring corporation 
in all cases. This is appropriate where the distribution in redemption 
is treated as a dividend to the shareholder. However, it is too broad 
if the redemption distribution is regarded as in part or full payment 
in exchange for the stock ac quired. In such a case, the advisory 
group believes that the acquiring corporation should be treated as if 
it had bought the stock and that the basis of such stock in its hands 
should be the amount paid for it. The proposed amendment in sub- 
section (b) (3) of section 5 of the proposed amendments is intended 
to accomplish this result. 

In the parent-subsidiary case, section 1.304-3 (a) of the regulations 
states that if the distribution is a dividend, a carryover basis results. 
No basis rules are supplied for the case where the distribution in re- 
demption is accorded capital-gain consequences to the shareholder of 
the parent corporation. ‘The proposed amendment in paragraph (3) 
not only changes the rule of existing law in the case of the acquisition 
of stock by a brother or sister corporation but supplies an omissic~ 
from the present statute for the case of a parent-subsidiary acquisi- 
tion. 

By reason of the fact that the constructive ownership rules provide 
that a corporation shall be considered to own the stock owned by its 
shareholder, it is possible to interpret section 304 as treating all 
redemptions to which the section applies as failing only within the 
parent-subsidiary rules although, in fact, all the corporate stock is 
directly owned by individuals. Thus, if individual A owns directly 
all the stock of both the X and Y corporations, the X corporation 
is considered by reason of section 318 (a) (2) (C) to own constructively 
all the stock that A owns in the Y corporation. Accordingly, Y 
corporation is a subsidiary of the X corporation. Such an interpreta- 
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tion of the statute would render meaningless the existence of the 
special rules relating to brother-sister redemptions. The possibility of 
such an interpretation is removed by the new sentence proposed in 
subsection (c) of section 5, to be added to section 304 (¢) (2). 


SECTION 6. DISTRIBUTIONS OF STOCK AND STOCK 
RIGHTS—AMENDMENT OF SECTION 305 


While section 305 makes stock dividends generally nontaxable, it 
provides, as did prior law, that, where the shareholder has a choice as 
to medium of payment, the distribution will be taxable whether or 
not he elects to take stock. The question has arisen whether this 
restriction can be circumvented by creating two or more classes of 
common stock with dividends payable in cash on some and in stock 
on others. The Treasury has proposed regulations construing the 
election language in section 305 (b) to cover this situation, the position 
being that the mere existence of such several classes of stock confers 
a choice on the shareholder. The advisory group recommends adding 
a sentence to section 305 (b) to make certain for the future that such 
cases are outside the scope of section 305 (a). This is done by provid- 
ing that a distribution (or series of related distributions) is not within 
the terms of section 305 (a) if it is made with respect to shares of one or 
more classes of common stock and such distribution (or series of 
related distributions) is payable in stock (or stock rights) as to part of 
such shares and in property as to the remainder of such shares. 

The advisory group likewise considered the problem of periodic 
stock dividends periodically declared, with or without cash dividends. 
The advisory group makes no recommendation for a statutory change 
at this time. If it should develop that the issuing corporations are 
supporting the market for such stock or otherwise actively partici- 
pating in converting the shareholders’ stock dividends into cash, it 
may be necessary to give the matter further consideration. 


SECTION 7. DISPOSITIONS OF CERTAIN STOCK— 
AMENDMENTS OF SECTION 306 


Charitable contributions of section 306 stock—The advisory group 
recommends that an amendment be made to section 170 (relating to 
charitable, etc., contributions, and gifts) applicable to charitable con- 
tributions of section 306 stock. Under existing law, it is possible for a 
shareholder of a corporation to receive a preferred stock dividend on 
his common stock, pay no tax on the stock dividend, and then con- 
tribute the preferred stock to a charitable organization. Although 
the preferred stock is section 306 stock, the sale or redemption of 
which would result in an ordinary income tax to the shareholder, 
there is no “amount realized” on the charitable contribution and, 
accordingly, no tax will be incurred by the shareholder on the con- 
tribution. The shareholder will be entitled to a charitable-contribu- 
tion deduction, moreover, based upon the entire fair market value of 
the preferred stock (subject to the general limitations of sec. 170 (b)). 
(See Revenue Ruling 57-328, I. R. B. 1957-28, 9.) 

The advisory group believes that charitable contributions of 
section 306 stock are substantially different from charitable con- 
tributions of other stock. By making a contribution of section 306 
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stock the shareholder is able, under present law, to obtain a charitable 
contribution deduction based upon corporate earnings and profits 
which have not been taxed to him and, at the same time, he is able 
to keep unchanged his interest in the control and in the future earnings 
of the corporation. Thus, such transactions partake of the nature of 
a bail-out of earnings and profits and differ from the ordinary case of 
a charitable contribution of stock. As noted above, the sale or 
redemption of section 306 stock is accorded ordinary income tax 
treatment under the 1954 Code. This treatment prevents a bail-out 
of earnings and profits by sales or redemptions. The advisory group 
recommends a statutory amendment to prevent a similar form of 
abuse by means of a charitable contribution of section 306 stock. 
(The advisory group does not believe any change in the law should 
be made with respect to a gift of section 306 stock that is not made 
to a charitable organization since in this situation no charitable 
deduction is available to the donor.) 

The advisory group does not believe that it is appropriate to impose 
a tax upon a charitable contribution of section 306 stock. It believes 
that the appropriate remedy is to amend section 170 by adding an 
additional limitation on the allowance of the deduction for charitable 
contributions. This limitation would reduce the amount of any 
charitable contribution of section 306 stock, for purposes of com- 
puting the amount of the charitable contribution deduction for such 
stock, by the amount which would have been taxed at ordinary income 
rates under section 306 if such stock had been sold instead of con- 
tributed. The statutory amendment recommended by the advisory 
group is as follows: 

Amend section 170 (b) (relating to limitations on deduction 
for charitable, etc., contributions and gifts) by adding at the 
end thereof the following new paragraph: 

(3) Secrion 306 Srocx.—In the case of any charitable contribution 
of section 306 stock, the amount taken into account for purposes of this 
section as the amount of the charitable contribution shall be reduced 
by the amount which would have been treated, under section 306 (a) 
(1) (A), as gain from the sale of property which is not a capital asset 
if the stock so contributed had been sold (for an amount equivalent to 
the fair market value of such stock at the time of the contribution) 
instead of contributed. 

Since, under the proposed amendment, there is a reduction in the 
amount of the charitable contribution only if section 306 (a) (1) (A) 
would have applied to the sale of such stock, the exceptions contained 
in section 306 (b) (1) (A) and (4) to the general rule of section 306 (a) 
will be applicable in determining whether any reduction is required. 

Section 351 exchanges and capital contributwns of section 306 stock. — 
The advisory group recommends that sections 306 and 351 be amended 
with respect to transfers of section 306 stock to a corporation in an 
exchange under section 351 or as a contribution to capital. It 
believes that such transfers should be treated as dispositions of 
section 306 stock taxable under section 306 (a) (1), subject only to 
the exceptions contained in section 306 (b) (1) (A) and (4). 

Under present law, transfers of section 306 stock to a corporation 
in an exchange under section 351 or as a contribution to capital do not 
give rise to an immediate tax since section 351 exchanges are excluded 
(in whole or in part) by section 306 (b) (3) and since a contribution 
to capital does not give rise to an amount realized under section 306 
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(a) (1). Section 306 stock so transferred does continue, under present 
law, to be regarded as section 306 stock as to the transferee corpora- 
tion. Moreover, the stock received (or, in the case of a capital con- 
tribution, the stock previously owned) may also be characterized as 
section 306 stock under present law. However, it is not clear whether 
section 306 (c) (1) may be superseded by section 306 (c) (2) (so that 
the stock of the transferee may escape characterization as sec. 306 
stock) where the corporation to which the stock is transferred does 
not have any earnings and profits. Moreover, the time as of which 
section 306 (a) (1) (A) is to be applied (for the purpose of determining 
the dividend amount under sec. 306 (a) (1) (A) (ii)) is not clear, 

The advisory group believes that the opportunities for avoidance 
which may exist under present law by employing a different corporate 
entity should be eliminated. It also believes it undesirable to create 
two sets of section 306 stock, as under present law. For these rea- 
sons, it has recommended the statutory amendment contained in 
subsection (a) of section 7 and the statutory amendment to section 
351 (a). Under the amendment proposed by subsection (a), if the 
disposition of section 306 stock is a contribution to the capital of a 
corporation, the shareholder shall be treated, for purposes of section 
306 (a) (1), as realizing on the transfer an amount equal to the fair 
market value of the stock at such time. Accordingly, unless the 
transfer is in termination of the shareholder’s interest, under section 
306 (b) (1) (A), or is not in avoidance, under section 306 (b) (4), the 
transfer will be taxed in the same manner as if the shareholder had 
sold the stock. The advisory group’s recommended amendment to 
section 351 (a)—to the effect that stock or securities issued for section 
306 stock shall not be considered as issued in return for property—will 
make inapplicable the exception contained in section 306 (b) (3), so 
that all such transfers of section 306 stock will be taxable. The 
transfer will be taxable under section 306 (a) (1) (A), unless the 
exception contained in section 306 (b) (1) (A) or in section 306 (b) (4) 
applies. The advisory group’s recommended amendment to section 
351 with respect to section 306 stock, however, and the rule of present 
law to the same effect relating to stock or securities issued for services, 
is confined in its operation to denial of the benefits of section 351 to 
the recipients of such stock or securities upon the particular trans- 
action, and does not prevent such recipients from foiite treated as 
property transferors for purposes of meeting the control test. This 
distinction is necessary in order to prevent penalizing the property 
transferors by making section 351 inapplicable as to everyone because 
of failure to meet the control test. There is no more reason to penalize 
the property transferors in such cases than where more than 20 percent 
of the stock of a newly formed corporation is issued for cash, as to 
which the law has been settled since Halliburton v. Commissioner (78 
F. 2d 265 (9th Cir., 1935)). 

Stock having transferred or substituted basis.—Section 306 (e) (1) (C) 
provides, in general, that stock “the basis of which (in the hands of 
the shareholder selling or otherwise disposing of such stock) is deter- 
mined by reference to the basis (in the hands of such shareholder or 
any other person) of section 306 stock” is also section 306 stock. 
Where the fair market value of stock at the time of the gift is lower than 
the donor’s adjusted basis, then, under section 1015, the fair market 
value of the stock is used for purposes of determining loss by the donee 
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on a disposition of the stock. The advisory group believes it desirable 
to amend section 306 (c) (1) (C) to make it entirely clear that section 
306 stock will continue to be regarded as section 306 stock in the 
hands of a donee notwithstanding the applicability of the fair market 
value rule of section 1015 in the case of losses. Accordingly, subsec- 
tion (b) of section 7 amends section 306 (c) (1) (C) to state expressly 
that the basis referred to is the basis for determining gain. 

The attention of the advisory group has been called to the fact that a 
number of provisions not only in subchapter C, but throughout the 
code generally, use the term “adjusted basis” without indicating 
whether the adjusted basis meant is the adjusted basis for gain or the 
adjusted basis for loss. While there may be some instances of am- 
biguity other than in section 306, the advisory group has not analyzed 
all the situations where the term is used, but has confined itself to 
section 306 (c) (1) (C), because of the importance of avoiding any 
possible misconstruction, however farfetched. Consequently, no in- 
ferences should be drawn by reason of the advisory group’s not having 
recommended a similar amendment to any other section. 

Common stock received in reorganizations in respect of certain preferred 
dividend arrearages.—Under section 306 (c) (1) (A), common stock 
distributed with respect to preferred stock in payment of dividend 
arrearages on such preferred stock is section 306 stock to the extent 
that the distribution is not taxable upon receipt under section 305 
(b) (1). If common stock is received in a recapitalization with 
respect to preferred stock, however, it cannot be section 306 stock 
under section 306 (c) (1) (B), notwithstanding the fact that the 
distribution is in discharge of preferred dividend arrearages. The 
advisory group believes that the treatment of common stock dis- 
tributed in a reorganization on account of preferred stock dividend 
arrearages should be conformed in principle to the treatment of com- 
mon stock distributed as a dividend to satisfy such dividend arrearages 
i. e., to the extent not taxable such stock should be treated as section 
306 stock. Accordingly, paragraph (2) of subsection (b) of section 7 
would amend section 306 by adding a new special rule which would 
characterize common stock received in respect of dividend rights for 
the current year or preceding taxable years on preferred stock as 
section 306 stock if the transaction otherwise meets the requirements 
contained in section 306 (c) (1) (B). 

Application of constructive ownership rules where stock is received in 
@ corporate reorganization or separation.—In determining whether 
stock received in a reorganization or a corporate separation is sec- 
tion 306 stock under section 306 (c) (1) (B), the advisory group is of 
the opinion that the relationship of the recipient shareholder to the 
other shareholders should be taken into account. For example, if a 
husband and wife each own one-half of the outstanding common stock 
of a corporation and the corporation is recapitalized so that the wife 
owns only preferred stock and the husband owns only common stock, 
the preferred stock should be section 306 stock in the hands of the 
wife if the transaction would otherwise come within the definition 
contained in section 306 (c) (1) (B). Accordingly, paragraph (2) of 
subsection (b) of section 7 would amend section 306 (c) by adding a 
provision making it clear that, for the purpose of determining the 
extent to which the effect of a transaction described in section 306 
(c) (1) (B) was substantially the same as the receipt of a stock divi- 
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dend, section 318 (a) shall apply to the extent generally applicable 
in the determination of whether a distribution, redemption or ex- 
change, as the case may be, is the equivalent of a dividend. As in the 
case of the advisory group’s action with respect to the application of 
the constructive ownership rules under section 302, the advisory 
group is of the opinion that the constructive ownership rules should 
not be automatically applied in a rigid manner in every case but rather, 
there should be flexibility permitting these rules to be taken into 
account, and, in appropriate cases, to be outweighed by the remaining 
circumstances surrounding the transaction. 

The advisory group also considered whether the present definition 
of section 306 stock in the case of corporate reorganizations and 
separations should be revised and whether the interpretation of this 
definition by the regulations was appropriate. The regulations, at 
section 1.306-3 (d), provide that— 

Ordinarily, section 306 stock includes stock which is not common stock received 
in pursuance of a plan of reorganization (within the meaning of sec. 368 (a)) or 
received in a distribution or exchange to which section 355 (or so much of sec. 
356 as relates to sec. 355) applies if cash received in lieu of such stock would have 
been treated as a dividend under section 356 (a) (2) or would have been treated 
as a distribution to which section 301 applies by virtue of section 356 (b) or 


section 302 (d). 

In addition, the regulations contain an example to the effect that 
preferred stock exchanged for preferred stock of a new issue in a 
recapitalization is not section 306 stock if the preferred stock ex- 
changed is not section 306 stock and if the new preferred stock is not 
substantially different from the preferred stock previously held. The 
advisory group does not recommend any legislation with respect to 
this matter. It believes that the interpretation of the present statu- 
tory test by the regulations provides a satisfactory interpretation of 
the statute, particularly in view of the example relating to the exchange 
of preferred stock for new preferred stock. 

In addition to the foregoing matters, the advisory group considered 
generally the exceptions contained in section 306 (b) to the rules of 
taxation provided by section 306 (a). The advisory group does not 
recommend any legislation with respect to these exceptions. 

The advisory group has considered a number of additional problems 
with respect to section 306. In general, these problems relate to 
matters of greater complexity than the matters discussed above. The 
advisory group is continuing to study these problems and may, at a 
later time, make recommendations with respect to them. 


SECTION 8. BASIS OF STOCK AND STOCK RIGHTS AC- 
QUIRED IN DISTRIBUTIONS—AMENDMENT OF SEC- 
TION 307 


Additional limitation on application of zero basis rule-—The advisory 
group recommends that the zero basis rule applicable in the case of 
distributions of stock rights be limited to situations where the aggre- 
gate fair market value of the rights received by the taxpayer from the 


distributing corporation does not exceed $1,000 at the time of the 
distribution. This limitation, as well as the existing requirement 
that the fair market value of the rights must be less than 15 percent 


of the fair market value of the old stock at the time of distribution, 
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is desirable in order to confine the rule to situations involving rela- 
tively small amounts of basis. Where the amount of basis is substan- 
tial the failure to allocate basis as provided by the general rule may 
have a substantial tax effect and may, in some cases, be subject to 
abuse. For example, a substantial amount of stock may be acquired 
just before a distribution of stock rights is made. The shareholder 
then receives the stock rights and exercises them. The distribution 
of the stock rights may temporarily depress the selling price of the 
stock. If the zero basis rule provided in section 305 (b) is applicable, 
the shareholder may be able to realize a loss on the sale of the stock 
with respect to which the stock rights were distributed since the 
basis of such stock will not have been reduced by reason of the dis- 
tribution. If the shareholder is a dealer, his loss will be an ordinary 
loss, deductible against ordinary income. If he is not a dealer, the 
loss on the sale will be a short-term capital loss which can be offset 
against any capital gains the shareholder may have. (The taxpayer’s 
short-term capital gains, in the absence of such an offset, would 
otherwise be taxed as ordinary income.) The steck acquired by 
virtue of the exercise of the rights can be held for 6 months and sold 
as a capital asset, thereby obtaining long-term capital gain or loss 
treatment. (In the case of a dealer, the stock must, within 30 days 
after receipt, be clearly identified in the dealer’s records as a security 
held for investment in order to acquire status as a capital asset.) 

Extension of zero-basis rule to fractional shares of stock —The advis- 
ory group considered extending the zero-basis rule provided by section 
307 (b) for certain stock rights to fractional shares of stock received 
by reason of a nontaxable dividend. Where a corporation makes a 
distribution of its stock to which section 305 (a) applies and, by 
reason of the number of shares owned by a shareholder, he receives 
a fractional share of stock (or an interest therein, as scrip) it is neces- 
sary under present law to allocate the basis of the stock with respect 
to which the distribution was made between that stock and the new 
stock received. The purpose and effect of the zero-basis rule pro- 
vided by section 307 (b) in the case of stock rights is to eliminate 
the necessity for making negligible basis allocations and thereby sim- 
plifying basis computations. However, in the case of fractional share 
dividends, as contrasted to distributions of stock rights, the applica- 
tion of a zero-basis rule, without more, would not eliminate the 
necessity for complicated basis adjustments. The advisory group 
believes that it is not desirable to amend the statute with respect to 
such distributions unless a statutory rule of general application can 
be developed which will avoid such complexities. No such rule has 
yet been developed. 


SECTION 9. TAXABILITY OF CORPORATION ON DISTRI- 
BUTION—AMENDMENTS OF SECTION 311 


Technical amendment.—Section 311 (a) has been amended to list the 
additional exception contained in subsection (b) of section 9 of the 
proposed amendments and to list the exception contained in section 
16 (a) of the proposed amendments. 

Taz treatment of inventory assets distribution —Present law under 
section 311 provides that, except in two limited instances (relating 
to LIFO inventory and liabilities in excess of basis), the corporation 
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is not taxed on property distributed to shareholders with respect to 
their stock. The proposed amendment would, by adding a new sub- 
section (d) to section 311, modify the general rule somewhat in the 
case of certain specified distributions of inventory assets. 

The purpose of the proposed amendment is to prevent the allowance 
to a corporation of any double offset to its gross income through the 
distribution to shareholders of items which otherwise would be sold 
in the course of business or produce ordinary income. Under the 
proposal deductions, credits, and allowances attributable to the dis- 
tributed items would be restored and the inventory account of the dis- 
tributing corporation with respect to those items would be readjusted. 

Under the proposed amendment, it is made clear that the inventory 
assets referred to are similar to those with respect to which earnin 
and profits adjustments are made under section 312 (b) (2). While 
it is apparent that the chief application of the proposed amendment 
will relate to property which is properly includible in inventory or 
held for sale to customers it may also be made applicable to “unreal- 
ized receivables” in any instances where the purchase and carrying of 
these items by the distributing corporation would have resulted in the 
incurring of such costs. 

Under paragraphs (1) and (2), it is intended that the distributing 
corporation shall restore to gross income any deductions, or other 
credits or allowances (whether or not technically deductions) relating 
to the distributed inventory assets. Thus, if the distributed items 
were agricultural products with respect to which expenses of fertiliza- 
tion or other items were incurred, it is intended that the cost thereof 
be included in the gross income of the distributing corporation for the 
taxable year of the distribution. 

It is intended that the precise manner in which such costs shall be 
restored and the determination of the extent to which costs shall be 
allocable to the distributed assets shall be determined under regula- 
tions prescribed by the Secretary. In this regard, it is the intention of 
the advisory group that only costs directly attributable to the inven- 
tory assets under a recognized method of accounting be taken into 
account except in unusual instances. Where an option exists as to 
the manner of treatment of any item, such as in the case of deprecia- 
tion, it is intended that such an item be restored to income, if it was, 
in fact, taken into account as part of the cost of carrying the inventory. 
The general rules of paragraphs (1) and (2) will be applied whether or 
not the item in question results in a reduction of the distributing cor- 
poration’s taxes. 

Under paragraph (3), a rule is prescribed with respect to inventory 
itself. It is intended in this respect that Revenue Ruling 57-490 
(I. R. B. 1957-48, 23) shall apply and that, in the case of any inventory 
assets distributed, an adjustment will be made effecting the removal of 
the assets and any costs pertaining thereto from the opening inventory 
and/or subsequent cost records of the corporation for the year in 
which the distribution is made. 

In such case the costs relating to items deemed to have been dis- 
tributed will measure the amount of income to be restored. Such 
determinations shall be made under regulations prescribed by the 
Secretary or his delegate. In making this determination due regard 
will be given to the effect, if any, of the application of section 311 (b). 
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SECTION 10. DEFINITION OF INDEBTEDNESS OF A COR- 
PORATION—AMENDMENTS OF SECTION 317 


Clarification of the status of indebtedness to shareholders —Under the 
existing administrative practice and court decisions there is consider- 
able uncertainty as to the proper income-tax treatment of corporate 
debt obligations held by shareholders. The problem has been fruitful 
of much controversy and litigation during recent years. The uncer- 
tainty is illustrated by the recent decision of the Court of Appeals for 
the Second Circuit in Gilbert et al. v. Commissioner, which involved 
advances to a corporation by its two stockholders. The court 
remanded the case to the Tax Court because of its failure to specify 
the standards it followed in concluding that the advances constituted 
contributions to capital rather than loans. Yet, as indicated by the 
separate opinions of each of the three judges, the appellate court could 
not agree upon what standards Congress intended should be followed 
in determining the status of the advances for tax purposes. 

The advisory group recommends that consideration be given to the 
desirability of providing greater certainty in this area as a guide to 
taxpayers, administrators, and courts in ordinary cases. The proposed 
section 317 (c) is designed to apply only to the clearest types of obliga- 
tions, and is intended to be without prejudice to the determination 
of the status of other alleged obligations not coming within its strict 
requirements. It is believed that such a provision would be of special 
benefit to small incorporated businesses and the owners thereof; for, 
unlike publicly held corporations, small closely held corporate busi- 
nesses must often look to their stockholders as the only source of 
borrowed money. The proposed provision may be enacted or rejected 
without effect upon the other recommendations of the advisory group. 

ifyine Section 317 (b) provides that “for 
purposes of this part”’ (i. e., pt. 1 of subch. C) if a corporation acquires 
its stock from a shareholder in exchange for property and holds it as 
treasury stock, such stock shall be treated as redeemed. Since part IT 
of subchapter C also deals to some extent with redemptions of stock, 
the advisory group recommends that, for clarification purposes, sec- 
tion 317 (b) be amended by changing the word “part” to “‘subchap- 


ter.” This is accomplished by the proposed sinanlonentk to section 
317 (b). 





SECTION 11. CONSTRUCTIVE OWNERSHIP OF STOCK— 
AMENDMENT OF SECTION 318 


Attribution from grandparents.—Section 318 (a) (1) of the present 
law provides that stock owned by grandchildren is to be considered 
owned by their grandparents, but stock owned by grandparents is not 
considered owned by their grandchildren. In the proposed revision of 
section 318 the advisory group recommends that there be attribution 
of stock owned by grandparents to their grandchildren. This change 
in present law serves to make the rules of stock attribution more 
symmetrical, and is supported by the natural expectation of inheri- 
tance of stock by lineal descendants. 

Attribution in case of spouses separated by interlocutory divorce 
decrees.—Section 318 (a) (1) in the present law provides that there 
shall be no attribution of stock between spouses legally separated 
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under a decree of divorce. However, cases arising in other contexts 
(such as the right to file a joint return) have interpreted the phrase 
“decree of divorce’ as not including an interlocutory decree of divorce. 
(See Joyce Primrose Lane, 26 T. C. 405 (Acq.); Marriner S. Eccles, 208 
F. 2d 796 (Acq.); Revenue Ruling 57-368, 1. R. B. 1957-32, pp. 7 and 
23.) The advisory group recommends that section 318 (a) (1) be 
amended to provide specifically that there will be no attribution be- 
tween spouses separated under an interlocutory decree of divorce. 

Attribution from and to partnerships, estates, trusts, and corpora- 
tions.—Under the present rules of section 318 (a) some of the most 
difficult problems have arisen because of the reattribution of stock 
into and out of partnerships, trusts, estates, and corporations. Thus, 
under present law, stock owned by a partner is treated as owned by 
any partnerships of which he is a member; and according to the reg- 
ulations and the literal statutory language, the stock thus construc- 
tively owned by the partnership is again attributed to the other part- 
ners in proportion to their interests in the partnership. Similar 
reattribution exists among co-beneficiaries of estates and trusts and 
stockholders of corporations. In the proposed revision it is recom- 
mended that this reattribution aspect of the attribution rules be elim- 
inated. Separate subdivisions have been drafted, with the rules of 
attribution from such entities incorporated in paragraph (2) and the 
rules of attribution to such entities included in paragraph (3). Para- 
graph (5) (C) then provides that stock attributed to the entities under 
paragraph (3) shall not be reattributed under paragraph (2). 

(a) Attribution from partnerships, estates, trusts, and corporations.— 
Under present section 318 stock owned by a partnership, estate, trust, 
or corporation is considered owned proportionately by the partners, 
beneficiaries, and shareholders. This principle is retained. However, 
some changes have been made in its application. 

Under present section 318 (a) (2) (C) @) stock owned by a corpora- 
tion is considered owned by a shareholder only if that shareholder 
owns 50 percent or more in value of the stock of the corporation. 
The advisory group recommends that this 50-percent limitation on 
attribution be eliminated. A shareholder has a beneficial interest in 
stock owned by a corporation of which he is the owner just as the 
partner does in stock owned by a partnership. It is believed that the 
attribution rules rest on ownership of the beneficial interest in stock 
and not on principles of control of the stock. One of the main effects 
of the 50-percent limitation in present section 318 is to limit the 
reattribution described above. In view of the proposed elimination 
of reattribution in such cases there seems to be no need to retain this 
distinction between partnerships and corporations. 

It is recommended, however, that a 5-percent limitation be inserted 
in all cases. This will eliminate de minimis computations so that 
persons having small interests in corporations, partnerships, trusts, 
and estates can ignore the attribution computations. See proposed 
section 318 (a) (2). 

The method of computing the proportion of ownership of a corpora- 
tion by a shareholder under present law is based on the value of the 
shareholder’s stock ownership. The advisory group feels that this 
method should be retained. However, it is proposed that preferred 
stock be specifically eliminated from such computations of value. 
See proposed section 318 (a) (2) (C). 


SSS 
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In the case of attribution of stock from a partnership to a partner, 
present section 318 does not state how this proportion is to be 
measured. The advisory group recommends that it be specifically 
provided that this proportion be based on either interest in profits or 
in capital of a partnership, whichever is greater, in the case of the 
partner to whom the stock of the partnership is being attributed. 
See proposed section 318 (a) (2) (A). 

Under present law attribution of stock owned by a trust to a bene- 
ficiary is made in accordance with the beneficiary’s actuarial interest 
in the trust. However, attribution of stock owned by estates to 
beneficiaries is made in accordance with the beneficiary’s present 
interest in the estate. The advisory group recommends that estates 
and trusts be treated alike for purposes of determining the propor- 
tionate interest of beneficiaries. It recommends that in both instances 
this proportion be determined on an actuarial basis. A number of 
other means were considered but were determined to be too complex. 
Adopting the rules applicable to estates, which would provide for 
attribution only to present income beneficiaries, is felt to be inadvisable 
for purposes of subchapter C. For example, if the income beneficiary 
of an estate or trust is of an advanced age it would not seem appropri- 
ate to ignore entirely the interest of the remaindermen. See proposed 
section 318 (a) (2) (B). 

Where stock owned by an estate has been specifically bequeathed 
to certain beneficiaries the advisory group recommends that this 
stock not be attributed to other beneficiaries. This stock would be 
attributed only to the beneficiaries to whom it is specifically be- 
queathed and in proportion to their relative interests in the stock. 
Likewise, where a beneficiary of an estate is specifically bequeathed 
property other than the stock in question, the advisory group recom- 
mends that the stock should not be attributed to that beneficiary, 
but should be attributed exclusively to the other beneficiaries in 
proportion to their interest in the remainder of the estate excluding 
the property specifically bequeathed. See proposed section 318 (a) 
(2) (B) (i). 

(b) Attribution to parinerships, estates, trusts, and corporations.— 
Present law provides for attribution to a partnership of stock owned 
by partners, attribution to an estate of stock owned by beneficiaries, 
attribution to a trust of stock owned by beneficiaries except where 
the beneficiary has only a remote contingent interest in the trust, and 
attribution to a corporation of stock owned by a shareholder who 
owns 50 percent or more in value of the stock of a corporation. _ 

The advisory group recommends that with respect to attribution 
to partnerships, estates, and trusts, stock be attributed from the 
owner to the partnership, estate, or trust only where the owner has 
an interest of 5 percent or more in that entity. This 5-percent interest 
is to be computed on the same basis as the 5-percent interests are 
computed for purposes of attribution from such entities. This 
recommendation involves the following changes from present law: 

(1) There will be no attribution from beneficiaries to trusts 
where the beneficiary has less than a 5-percent actuarial interest, 
regardless of whether that interest is vested or contingent, whereas 
under present law there is attribution if the beneficiary’s interest 
is vested. (See proposed sec. 318 (a) (3) (B).) 

(2) There will be no attribution from beneficiaries to estates 
where the beneficiary has an actuarial interest of less than 
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5 percent in the estate, whereas under present law there is 
attribution from all beneficiaries to estates. Further, under 
the proposed revision, stock owned by the beneficiary will not 
be attributed to the estate if the beneficiary cannot under any 
circumstances receive from the estate any interest in the cor- 
poration actually owned by the estate or in the proceeds of 
disposition thereof. Under this latter rule, for example, stock 
owned by a beneficiary will not be attributed to the estate if 
the beneficiary’s only interest in the estate consists of a specific 
bequest of real property; but it will be so attributed if he is to 
be the recipient of a bequest of a sum of money or is a residuary 
legatee, if he has an interest of 5 percent or more in the estate, 
(See proposed sec. 318 (a) (3) (B).) 

(3) There will. be attribution from partners to partnerships 
only if the partner has a 5-percent interest in either the capital 
or profits of the partnership, whereas under present law there is 
attribution from all partners to partnerships. (See proposed 
sec. 318 (a) (3) (A).) However, attribution from partners to 
partnerships will have no effect with respect to the operation of 
the substantial disproportionality rule of section 302 (b) (2) in 
the case of redemption of stock owned by a partnership, in view 
of the proposed special provision in section 302 (b) (2) (D). 

The advisory group recommends that the rule of present law 
restricting attribution from a shareholder to a corporation to cases in 
which the shareholder owns 50 percent or more in value of the stock 
of the corporation be retained. (See proposed sec. 318 (a) (3) (C).) 
The attribution to a corporation of all stock owned by minority share- 
holders can result in unfairness, since there may be no practical work- 
ing relationship between them and the corporation or the other share- 
holders, and the information as to their holdings in other corpora- 
tions may be difficult to obtain. Where necessary in other sections 
of subchapter C (as, for example, in the proposed section 304 (c) (2)) 
the 50-percent requirement can be reduced by specific provision in 
such sections. Under the proposed revision of section 318 (a) (3) (C) 
stock which is limited and preferred as to dividends will be excluded 
in determining the 50-percent ownership. 

Options.—The advisory group considers that option attribution 
under present section 318 includes rights contained in convertible 
securities as well as other rights to acquire unissued stock. While no 
legislative change is recommended in this respect, an amendment to 
section 302 (relating to redemptions of stock) has been recommended 
under which for purposes of section 302 option attribution will not 
extend to options to acquire unissued stock where the option price 
equals or exceeds the price received on the redemption. (See sec. 302 
(c) (3) of suggested revision.) The advisory group also feels that it 
should be left for the regulations to specify that in cases where a 
shareholder has an option to acquire unissued stock from a corpora- 
tion, this unissued stock is not to be considered outstanding stock of 
the corporation for making any computations in the case of other 
shaseholdéed. 

The advisory group believes that further consideration should be 
given to the matter of attribution in the case of options. (See the 
comments under Section 3: Distributions in Redemption of Stock— 
Amendment of Section 302.) 
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Operating rules.—In view of the new limitations on reattribution 
contained in paragraph (5) (C), it is recommended that the priority of 
the option attribution rules be expanded to take precedence over all 
other rules. This is accomplished in paragraph (5) (D). 

Paragraph (5) (E) of the proposed revision incorporates certain 
rules now found in section 1.318—1 (b) of the regulations. The specific 
inclusion of these rules in the statute seems advisable. Paragraph (5) 
(E) also contains in clause (iii) a specific statement that the rules of 
stock attribution are to apply in making the 5-percent computation 
required in paragraph (2) (C) and the 50-percent computation re- 
quired in paragraph (3) (C) of the proposed revision. 


SECTION 12. GAIN OR LOSS TO SHAREHOLDERS IN COR- 
PORATE LIQUIDATIONS—AMENDMENT OF SECTION 331 
AND REPEAL OF SECTION 333 


A. EXISTING LAW 


Section 331 of present law treats a partial or complete liquidation 
of a corporation as representing a sale by the shareholder of his 
interest in the corporation. Speaking generally, the shareholder 
realizes capital gain or loss in the amount of the difference between 
his basis for his stock and the fair market value of the property he 
receives in the liquidation. This rule creates two significant difficulties: 

1. Tazation of gain without change in beneficial ownership.—While 
the transfer of assets by individuals in exchange for the stock of a 
new corporation upon its organization is not treated as a taxable 
transaction (sec. 351), a transfer of the assets from the corporation 
to the individual shareholders upon liquidation of the corporation 
is treated as a sale by the shareholders of their stock in the corpora- 
tion. Gain or loss to the shareholders is recognized even though no 
beneficial interest in the assets has passed from them to third parties. 
Thus if A owns real estate which cost $10,000 and is worth $25,000, 
he may transfer the property to a newly organized corporation in 
exchange for its stock without tax; but if thereafter he dissolves the 
corporation and receives back the same property in complete liquida- 
tion of the corporation, he is subjected to tax on $15,000 of gain. 

The harshness of the rule subjecting a stockholder to capital-gains 
tax on appreciation in corporate assets when he merely dissolves a 
corporation without selling the assets to third parties has been allevi- 
ated from time to time in a provision now contained in section 333. 
This section, in general, permits nonrecognition of gain or loss to the 
shareholder if the corporation is completely liquidated within a period 
of one calendar month, but subject to two important exceptions: (1) 
Gain is recognized to the extent of any cash and to the extent of any 
stock or securities acquired by the corporation after 1953, and (2) to 
the extent of any accumulated earnings or profits of the corporation 
gain is recognized and taxed to the shareholder as a dividend. Section 
333 is not mandatory in its operation, but may be invoked at the 
election of 80 percent of the shareholders. Because of the drastic 
effect of taxing the accumulated earnings as a dividend at surtax 
rates to the shareholders at the time of the liquidation, and because 
of the other complexities of the present provision, it has been used 
by shareholders only to a very limited extent. The advisory group 
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understands that in the entire history of this provision only some 
1,500 corporations have elected to be governed by its rules. 

2. Conversion of ordinary income into capital gain.—The general 
treatment of a corporate liquidation as the equivalent of a sale by 
the shareholder of his stock permits individual shareholders to make 
use of a corporation in order to convert into capital gain (with a 
maximum tax of 25 percent) profits which would be ordinary income 
to them (taxable up to 91 percent) in the absence of a corporation. 
For example, assume that an individual pays $10,000 into a new 
wholly owned corporation for all its stock. The corporation pur- 
chases for $10,000 inventory which soon appreciates in value to 
$25,000. The individual may, if there is no special statutory barrier, 
dissolve the corporation, pay a capital gains tax on $15,000 and sell 
the inventory without any profit being subjected to tax as ordinary 
income either in the hands of the corporation or in the hands of the 
individual, 

In an effort to prevent such abuses, the 1954 Code contains a pro- 
vision in section 341 relating to so-called collapsible corporations. 
Originally enacted in 1950 primarily to deal with certain temporary 
motion picture corporations and vealeataia construction corporations, 
it was extended in 1951 to cover corporations owning appreciated 
inventories and in 1954 to corporations having a broad category of 
so-called unrealized receivables and numerous items of real property 
and depreciable property used in trade or business. 

In existing law a collapsible corporation is one formed or availed of 
principally for the manufacture, construction or production of prop- 
erty, or the purchase of certain property, with a view to the sale or 
exchange of the stock by the shareholders before the corporation real- 
izes a substantial part of the taxable income to be derived from the 

roperty. There is a possibility that section 341 today may not only 
be a shield to protect the revenue against conversion of ordinary 
income into capital gain, but that it may also be an offensive weapon 
to convert into ordinary income items which would clearly be capital 
gain if the shareholders had not made use of a corporation. It has 
the further defect of depending for its application upon the intention 
of the shareholders of the corporation, and is difficult of application 
on a consistent and nondiscriminatory basis. 

In the internal-revenue bill of 1954 (H. R. 8300) in the form in 
which it passed the House of Representatives, the Code would bave 
been amended to adopt a different approach to the matter of corporate 
liquidations and collapsibles. The basic principle of the House bill in 
1954 was te treat a corporate liquidation as a transaction on which 
gain would not be recognized to a shareholder except to the extent that 
the basis to the corporation for its assets distributed in the liquidation 
exceeds the basis to the shareholders of their stock in the corporation. 
With respect to a shareholder who had held his stock throughout the 
corporate existence, the excess of corporate asset basis over his stock 
basis will, in general, represent the accumulated earnings and profits 
of the corporation. This will also be true, in general, with respect to 
a shareholder who has purchased his stock from another stockholder, 
if there is taken into account the capital gain or loss realized by the 
predecessor holders of the stock on the sales made by them. Thus, 
under this system, income derived by the corporation would bear a 
cornorste income tax and if not distributed out as a dividend would 
bear, in additiou, a capital-gains tax to the shareholders upon the sale 
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of the stock or liquidation of the corporation, except to the extent 
such income is offset by any depreciation in value of the corporate 
assets. Unrealized appreciation in the corporate assets would not be 
oo into account in determining the liquidation gain of the share- 
holder. 

This approach of the 1954 bill as it passed the House of Representa- 
tives was not adopted in the final version of the 1954 Code. Instead, 
the final Code returned to the prior law with a number of modifica- 
tions in the area of ‘“‘collapsible corporations.”’ After considerable 
deliberation, the advisory group has concluded that the approach of 
the House bill in 1954 is fundamentally sound and should be adopted, 
but with a number of important changes which, it believes, remove 
the principal objections made to the House bill at that time. 


B. PROPOSED REVISION OF SECTION 331 


Section 12 (a) of the proposed amendments revises section 331 
of the Code. In the proposed revision, section 331 (a) would con- 
tinue the rules of existing law that amounts distributed in complete 
liquidation of the corporation shall be treated as in full payment 
in exchange for the stock, and amounts distributed in partial liqui- 
dation shall be treated as in part or full payment in exchange for 
the stock. ‘Thus the amount of gain or loss realized in the transaction 
would continue to be computed, as in existing law, by the difference 
between (1) the value of the assets received and (2) the basis to the 
shareholder of the stock plus the corporate liabilities assumed by the 
shareholder and liabilities to which the distributed property is subject. 

However, in the proposed revision there would be inserted a new 
section 331 (b) dealing with the extent to which the realized gain will 
be recognized to the shareholder. Sections 331 (b) (1) and (2) in the 
revision deal with cases in which gain is realized by the shareholders. 
Section 331 (b) (1) (A) provides, in general, that if the adjusted 
basis to the corporation for the assets distributed in liquidation (in- 
creased by any gain recognized to the corporation upon the distribu- 
tion—which might occur by virtue of secs. 311 or 453 (d)) exceeds the 
sum of the basis to the shareholder for his stock plus the corporate lia- 
bilities assumed by him in the liquidation and the liabilities to which 
the property is subject, then gain will be recognized only to the extent 
of such excess. Section 331 (b) (1) (B) provides, in general, that if 
there is no such excess no gain will be recognized on the liquidation. 
While these two rules could be combined in a single paragraph, they 
have been stated in separate subparagraphs in order to facilitate the 
statement in section 334 of the rules applicable in determining the 
basis to the shareholder of the assets distributed to him. 

In section 331 (b) (3) it is provided that any loss realized by the 
shareholder will be recognized to him as under existing law. 

The following examples illustrate the operation of these rules: 

(1) Assume the shareholder has a basis for his stock of $10,000 
and the property distributed in complete liquidation has a value 
of $30,000. The adjusted basis to the corporation for the dis- 
tributed property is $25,000. The gain realized on the liquida- 
tion is $20,000 (value of $30,000 minus stock basis of $10,000), 
but the amount of gain recognized to the shareholder will be only 
$15,000 (corporate asset basis of $25,000 minus stock basis of 
$10,000). (See sec. 331 (b) (1) (A).) 
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(2) Assume the same facts as to stock basis and value of assets 
distributed, but assume that the basis to the corporation of the 
assets distributed is $9,000. Again the amount realized is 
$20,000 (value of $30,000 less stock basis of $10,000), but no 
gain will be recognized to the shareholder because the corporate. 
asset basis ($9,000) is not in excess of the stock basis ($10,000). 
(See sec. 331 (b) (1) (B).) 

(3) Assume again that the stock basis is $10,000, but that the 
value of the assets distributed is only $7,000. There is, therefore, 
a loss of $3,000 realized on the liquidation ($10,000 stock basis. 
minus $7,000 value of assets distributed). In that event, regard- 
less of the basis to the corporation for the assets distributed, the 
entire realized loss of $3,000 would be recognized to the share- 
holder. In such event it would be immaterial whether the 
corporate asset basis was greater than, or less than, the stock 
basis. (See sec. 331 (b) (3).) 

These rules would apply also where property is distributed im 
redemption of stock under section 302 (a). 

Under section 331 (b) (2) of the proposed revision gain would be 
recognized in the case of certain distributions in liquidation or in 
redemption of stock of collapsible corporations. Such distributions. 
would be dealt with in a new secticn 343 designed to forestall any 
significant conversion of ordinary income into capital-gains tax by 
the device of liquidating a corporation, selling its stock, or selling 
the corporate assets without corporate tax under section 337. See 
the comments, infra, under D. Collapsible Corporations. The present 
provisions of section 341 dealing with collapsible corporations would 
be repealed. Also, the present provisions of section 333 dealing with 
liquidations within one calendar month would be repealed. 

The American Law Institute, in whose studies the outlines of this 
approach were originally developed, suggested that, except in the case 
of collapsible corporations, the limitation on the recognition of gain in 
corporate liquidations be made elective with each shareholder. The 
advisory group recommends, however, that the system described 
herein not be made elective but be made applicable in all cases. The 
advisory group believes that an elective system would create unneces- 
sary administrative complexities and would interfere with the uniform 
application of the Internal Revenue Code. 

The American Law Institute had also suggested that the limitatiom 
on recognition of gain be made inapplicable in the case of certain 
publicly held corporations. The advisory group believes that a 
distinction between publicly held and closely held is not necessary and. 
recommends that the rule have uniform application. 

The American Law Institute studies proposed that the recognition 
of gain to the shareholder be measured by reference to his ratable share 
of the entire basis to the corporation of all its assets distributed in the 
liquidation instead of by reference to the basis of the particular assets 
distributed to the taxpayer. While the use of the shareholder’s 
ratable share of the entire corporate asset basis would be feasible, the 
advisory group concluded on balance that the operation of the system 
would be simplified if the shareholder were required to compute his 
recognized gain by reference to the basis of the particular assets dis- 
tributed to him. While this might produce different results for dif- 
ferent shareholders if each does not receive his ratable share of the 
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corporate asset basis in the distribution, it is believed that this is a 
matter which can be satisfactorily adjusted by the shareholders 
between themselves in working out the plan of liquidation. Com- 
parable problems of basis have existed for many years in the anea of 
distributions in kind by partnerships, estates, and trusts and: have 
caused no particular difficulty. No serious opportunities for tax 
avoidance would exist, for if any substantial amount of noncapital 
assets are distributed in the liquidation and each shareholder does not 
receive his ratable share of the noncapital assets, the special nules. of 
section 343 will be applicable to protect the revenue. 


C. PROPOSED REVISION OF SECTION 334 (a) 


Section 14 (a) of the proposed amendments revises section 334 of 
the code. In the proposed revision section 334 (a), which now deals 
with the basis of property received by a shareholder in partial ew com- 
plete liquidations, would be extended to property received in redemp-~ 
tion of stock entitled to capital gain treatment under section 302 (a). 

Section 334 (a) (1) would provide as a general rule that the basis 
of property received in the liquidation or redemption is the fair 
market value at the time of distribution. This provision would apply, 
for example, wherever the value of the assets distributed is less than 
the basis to the shareholder for his stock in the corporation. It would 
apply also where there is a gain realized on the liquidation if the value 
of the assets distributed is less than their basis in the hands of the 
corporation. 

Two exceptions would be made, however, to cover cases i which 
there is a gain realized on the distribution but the basis to the cor- 
poration for the assets distributed is less than their fair market value 
at the time of the distribution: 

(1) If there is a gain realized on the liquidation and the 
corporate asset basis is greater than the stock basis but less than 
the value of the assets, then the basis to the shareholder of the 
property distributed to him will be the same as the basis which 
the property had in the hands of the corporation immediately 
before the distribution. For example, if stock basis is $10,000, 
corporate asset basis is $25,000 and corporate asset value is 
$30,000, then the basis of the corporate asset to the shareholder 
after liquidation will be $25,000—the same basis it had in the 
hands of the corporation. See section 334 (a) (2). (Under sec. 
331 (b) (1) (A), the gain recognized to the shareholder will be 
$15,000.) 

(2) If there is a gain realized on the distribution, but the cor- 
porate asset basis is less than the stock basis, then the basis of 
the property to the shareholder will be the same as the basis to 
him for his stock in the corporation. For example, if stock basis 
is $10,000, corporate asset basis is $9,000 and corporate asset 
value is $30,000, the basis of the asset to the shareholder following 
the liquidation will be $10,000. See section 334 (a) (3). (Under 
sec. 331 (b) (1) (B) no gain will be recognized on the liquidation.) 

If several properties are distributed to the Sevethahhad in the 
liquidation, the aggregate basis of such properties in the hands of the 
shareholders will be allocated among the several properties under 
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egulations to be prescribed by the Secretary or his delegate. . The 
a risory group concluded that it is advisable to leave this matter of 
detail to regulations. A similar situation has existed in section 333 
for many years, as well as in section 358, without specific rules being 
set forth in the statute. The advisory group assumes that the regu- 
lations under section 334 (a) (3) will contain provisions comparable 
to those in present section 333 under which any adjustment required 
by reason of the assumption by the shareholder of a corporate liability 
constituting a specific lien on property distributed will be made in 
the basis of the particular property on which the lien exists. Moreover, 
the advisory group believes that appropriate regulations under 
section 334 (a) (3) should allocate first to each asset received an 
amount equal to the adjusted basis which that asset has in the hands 
of the corporation; then the excess of the shareholder’s stock basis 
over the aggregate basis to the corporation of the assets distributed to 
him should generally be allocated among the properties received in 


roportion to the unrealized appreciation on those assets in the 
1ands of the corporation. 


D. COLLAPSIBLE CORPORATIONS 


Section 16 of the proposed amendments would add a new section 
343 to the code. Section 343 is designed to replace section 341 of 
existing law, which would be repealed. 

The proposed new section 343 differs from section 341 of existing 
law in three principal respects: 

(1) It would operate entirely by objective tests and would not 
depend for its application upon the intention of the shareholders. 
Present section 341 applies only if a corporation is “formed or 
availed of principally”’ for certain proscribed purposes “‘with a 
view to’’ a sale or exchange of the stock by the shareholders at a 
gain before realization by the corporation of a substantial part of 
the taxable income to be derived from its property. Proposed 
section 343 would not depend for its operation upon the intention 

iously difficult to determine. 

(2) Under present law if section 341 applies, the entire gain 
from the sale or exchange of the stock of the corporation is 
treated as ordinary income taxable at surtax rates. Proposed 
new section 343 would tax to the shareholders at ordinary rates 
only the gain attributable to property which, if sold by the cor- 
poration (or by the individuals if there had been no corporation), 
would have produced ordinary income. 

(3) Present section 341, while originally adopted in order to 
prevent use of a corporation to convert ordinary income into 
capital gain, may operate in many cases to convert into ordinary 
income what might be capital gain to the shareholders if no 
corporation were used. However, in general, section 343 would 
not tax to shareholders as ordinary income items which would be 
capital gain to them if no corporation were used by them. 

Sales of stock to persons other than the issuing corporation.—In order 
to prevent the use of a corporation to convert ordinary income into 
capital gain, proposed section 343 (a) provides that in certain. cases 
part or all of the gain realized on the sale or exchange of the stock of 
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a collapsible corporation will be treated as gain from the sale of prop- 
erty which is not a capital asset. For example, in the case of a sale of 
stock of a collapsible corporation to a person other than an issuing 
corporation, section 343 (a) (1) (A) provides in general that so much 
of the shareholder’s gain on the sale or exchange of stock as is equal 
to such stock’s ratable share of the unrealized appreciation on section 
343 assets (i. e., those assets which if sold would produce ordinary 
income) will be treated as gain from the sale of property which is not 
a capital asset. 

Thus assume that A organizes a corporation and acquires its stock 
for $10,000. The corporation uses the funds to purchase inventory 
which appreciates in value to $25,000. A then sells all of his stock to 
X for $25,000. A’s gain of $15,000 will be treated as ordinary income 
because it represents unrealized appreciation in inventory. (See pro- 
posed sec. 343 (a) (1).) If X, the purchaser of the stock, liquidates 
the corporation, he will have no gain or loss on the liquidation. Under 
section 334 the purchaser will take over the inventory upon the liqui- 
dation at a cost of $25,000. 

This rule is to be contrasted with that contained in H. R. 8300°in 
the form in which it passed the House of Representatives. In that 
bill A’s $15,000 profit on the sale would have constituted capital gain 
to him, but upon liquidation of the corporation X would have had to 
take over the inventory at the corporate cost of $10,000 despite the 
fact that he had actually paid $25,000 to acquire it. This obvious loss 
of basis to the purchaser, which was one of the principal objections to 
these provisions in the 1954 House bill, has been eliminated in the 
present proposals. 

As a further illustration, assume that the corporation’s inventory, 
having a cost of $10,000 had appreciated only to $20,000. Assume 
further that the corporation had cash of $5,000, representing taxable 
profits derived by it from its operation. If A sells all the stock to 
X for $25,000, A’s $15,000 gain on the sale of his stock would be 
treated as ordinary income only to the saan of the hp apprecia- 
tion in inventory. (See proposed sec. 343 (a) (1).) The remaining 
$5,000 of his gain, representing vaalteia ddepiitete ‘prohité, would be 
treated as capital gain to him. 

if in the latter illustration A sold only one-half of his stock to X 
for $12,500, realizing a gain on the sale of $7,500, $5,000 of the gain 
(attributable to inventory appreciation) would be ordinar y income and 
the balsnce of $2,500 would be capital gain. 

Distributions in excess of earnings and stock basis.—This rule of so- 
called fragmentation of gain is applied not only to sales of stock of 
collapsible corporations, but also to certain distributions from a 
collapsible corporation to its shareholders. For example, if a cor- 
pea: makes a distribution to shareholders, not in redemption of 

; stock, in an amount exceeding its earnings, section 301 (c) (2) re- 
qaiked that the amount in excess of earnings be applied ‘analeiat and 
reduce the adjusted basis of the stock owned by the shareholder, and 
section 301 (ec) (3) (A) provides that any further excess be treated as 
gain from the sale or exchange of the stock. In the proposed revision 
section 343 (a) (1) (B) provides that so much of that gain as represents 
the shareholder’s ratable share of the unrealized appreciation in the 
corporation’s section 343 assets will be taxed to him as ordinary 
income. 
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For this latter purpose section 343 (a) (1) provides that the un- 
realized appreciation is calculated immediately after the distribution, 
although in all other cases it is calculated immediately before the dis- 
tribution. While ordinarily any appreciation in the distributed assets 
should be taken into account in determining the amount of share- 
holder’s gain to be treated as ordinary income, this is not true with 
respect to a distribution to which section 301 applies. In a section 
301 case, the appreciation on the distributed section 343 assets will, 
under section 312 (b), serve to increase the earnings and profits of the 
corporation for the purpose of determining the amount of the distribu- 
tion taxable as an ordinary dividend. In order to prevent any subse- 
quent duplication of ordinary income tax to the shareholder, section 
343 (a) (3) provides that upon any subsequent sale or exchange of the 
stock on which a distribution under 301 (c) (3) (A) is received, any 
amount taxable as ordinary income upon the subsequent sale or ex- 
change of the stock will be reduced by the amount of the gain on the 
distribution treated as ordinary income to the shareholders. 

Nonaliquot distributions in complete liquidation.—Section 343 (a) (1) 
(C) also provides for fragmentation of gain to the shareholder if there 
occurs a nonaliquot distribution in complete liquidation of the corpo- 
ration (including any distribution under 346 (a) (1) which is tech- 
nically treated as a partial liquidation under 346 (a) (1) but is a part 
of a series of distributions in complete liquidation). The term “non- 
aliquot” distribution is defined in section 343 (e) (3), in effect, as one 
in which the shareholder receives section 343 assets which have an 
unrealized appreciation less than 90 percent or more than 110 percent 
of the shareholder’s ratable share of all the unrealized appreciation on 
all the section 343 assets of the corporation. Thus if in the complete 
liquidation each shareholder receives substantially the same propor- 
tion of each of the section 343 assets of the corporation, or the divi- 
sion of corporate assets is made in such a way that each receives sec- 
tion 343 assets having unrealized appreciation substantially propor- 
tionate to his share of the total unrealized appreciation on all the 
section 343 assets, the rules of section 331 will be applicable and the 
shareholder will have only capital gain or loss on the liquidation. If 
there is a gain, the gain will be limited under section 331 (b) to the 
difference between his stock basis and the corporate asset basis of the 
assets distributed to him, 

This treatment cannot be permitted, however, if the section 343 
assets are distributed on a disproportionate basis since those assets 
might then be distributed to those shareholders who have a high 
basis for their stock and much of the unrealized appreciation would 
then escape taxation as ordinary income. Hence if the shareholders 
voluntarily distribute the assets on a “nonaliquot’’ basis in complete 
liquidation, then under section 331 (b) (2) and 343 (a) (1) (C) each 
shareholder will realize gain or loss in the amount of the excess of the 
fair market value of the assets distributed to him over his stock basis; 
and that part of the gain representing his ratable share of the corpora- 
tion’s unrealized appreciation on its section 343 assets will be treated 
as ordinary income to him. 

Distributions under section 337 plans.—Finally, in section 343 (a) 
(1) (D) the fragmentation rule is made applicable to distributions, 
whether aliquot or nonaliquot, in complete liquidation of a corporation 
pursuant to section 337 if by reason of the application of section 
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337 gain was not recognized to the corporation on sales of section 343 
assets occurring pursuant to the plan. This rule is necessary to insure 
ordinary income tax treatment with respect to the gain on section 343 
assets if all sch assets are sold by the corporation tax free under 
section 337 ard the proceeds of sale are distributed to the shareholders 
in an aliquot complete liquidation of the corporation. In such case, 
unlike existing law which denies the benefits of section 337 to a collaps- 
ible corporation, section 337 will apply to relieve the corporation 
from tax but the shareholder’s liquidation gain will be fragmented even 
though the distribution is aliquot. 

In conjunction with this rule regarding section 337 transactions, 
section 343 (a) (5) provides that in determining that part of the 
liquidation gain which is treated as ordinary income, the section 343 
assets sold by the corporation without recognition of gain because of 
the application of section 337 will be treated as still being owned 
by the corporation immediately prior to the distribution to the share- 
holders; but in determining the unrealized appreciation on such 
assets, their fair market value and adjusted basis will be determined 
as of the time immediately prior to their actual sale or exchange by 
the corporation. In this manner the actual gain realized but not 
recognized to the corporation on its sale of the assets will be taken 
into account in determining the part of the liquidation gain taxable 
as ordinary income. 

Furthermore, in the definition of the term “collapsible corporation’’ 
in section 343 (e) (2), any corporation which satisfies the require- 
ments of section 337 (a) and is a collapsible corporation at any time 
on or after the adoption of a plan of complete liquidation, will be 
treated as a collapsible corporation at all times thereafter even though 
by reason of the sale of section 343 assets pursuant to the plan it 
might otherwise be removed from this category. 

Stock purchased from other stockholders —Section 343 (a) (2) pro- 
vides a limitation on the amount of gain to be treated as ordinary 
income of a shareholder if the collapsible corporation stock sold or 
exchanged by him was acquired by him from another shareholder 
who realized ordinary income on its sale by virtue of the application 
of section 343. In such case the amount of gain to be treated as 
ordinary income on the subsequent sale or exchange will be based 
upon the unrealized appreciation in section 343 assets of the corpora- 
tion occurring after the acquisition of the stock by the selling share- 
holder. 

For example, assume that A acquires all the stock of a corporation 
for $10,000 on its organization. The corporation invests the $10,000 
in inventory assets which appreciate to $25,000 in value. A there- 
upon sells the stock of the corporation to X for $25,000. A’s gain 
of $15,000 will be treated as ordinary income under section 343 (a) (1). 
Assume further that after the acquisition of the stock by X, the 
inventory appreciates to $35,000 in value and the corporation earns 
$5,000 in cash from operations. X thereupon sells the stock to Y 
for $40,000. Under section 343 (a) (2), X’s gain of $15,000 will be 
treated as ordinary income only to the extent of the $10,000 unrealized 
appreciation which has occurred in the section 343 assets since the 
date of his acquisition of the stock 

Stockholders owning less than 5 percent of stock—An exception to 
the operation of the rules for fragmentation of gain is made in section 
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343 (a) (4). This exception is designed to exclude from the opera- 
tion of the rules shareholders owning less than 5 percent of the stock 
of the corporation (sec. 343 (a) (4)).. As in the case of a compa- 
rable rule in present section 341, this exception will remove from 
the ambit of the collapsible corporation provision persons owning 
relatively small interests in the corporation. As in existing law, the 
5 percent is measured by value of the outstanding stock, but unlike 
existing law there is excluded stock which is limited and preferred as 
to dividends. The shareholder must not own 5 percent or more at 
any time during the period of 3 years ending with the date of the sale 
or exchange of the stock. In determining the 5-percent ownership, 
the attribution rules of section 318 are made applicable. In existing 
law the attribution rules of the personal holding company provisions 
are used with certain extensions to include certain in-law relatives, 
The advisory group believes that the attribution rules of propesed 
section 318 (a) provide, in general, sufficient protection to the revenue 
and will prove lnk difficult in deter mining their application. 

fxception for small amounts of ordinary income.—In the proposed 
revision consideration was given to a further exception for cases in 
which the amounts treated as ordinary income to the shareholders 
under section 343 would not, in the aggregate, exceed, say, $2,500 
during the taxable year of the shareholder. This would prevent 
the necessity of applying section 343 in cases which cannot produce a 
material change in the tax of the shareholder. The first report of the 
advisory group on subchapter K has recommended an exemption for 
gain of $1,000 recognized by any partner in any transaction under 
section 751. A dollar figure applied to each transaction might be 
difficult to police in the corporate field because of the possibility of 
piecemeal sales of stock during the year. An exception based upon an 
aggregate amount for each taxpayer in each year might make it possi- 
ble for substantial amounts of ordinary income to escape taxation via 
the scattering of ownership of stock among various members of a 
family and trusts, together with the spreading of sales of stock over 
two or more taxable years. Accordingly, no exception for small 
amounts is provided for in the proposed section 343. 

As noted at the beginning of the comments concerning collapsible 
corporations, the proposed section 343 would operate entirely by ob- 
ective tests and would not depend upon the intention of the share- 

olders. Nor would it depend upon the existence of a purpose to 
avoid Federal income tax. Instead it would operate in the main to 
fragment the gain of a shareholder between ordinary income and 
capital gain where the circumstances are such as to indicate that the 
use of a corporation would otherwise cause a conversion of significant 
amounts of ordinary income into capital gain. While the advisory 
group believes that further consideration might be given to introducing 
some further limitation upon the operation of section 343 based upon 
lack of tax avoidance purpose, it has not recommended such a pro- 
vision in the proposed amendments. 

Nonaliquot partial liquidations and stock redemptions.—Section 343 
(b) of the proposed revision would tax to a collapsible corporation, 
as ordinary income, gain on section 343 assets distributed in a non- 
aliquot distribution in partial liquidation under section 346 (a) (2) 
or in redemption of stock under section 302 (a). The normal rule of 
fragmentation of gain to the shareholder will not suffice in such a 
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ease. If, for example, all the appreciated inventory of the corporation 
is distributed to one shareholder in redemption of his stock, taxing 
that shareholder on his ratable share of the unrealized appreciation 
of the section 343 assets of the corporation will permit the apprecia- 
tion in excess of his ratable share to go free of ordinary income tax. 
It would not appear feasible to tax that balance of unrealized appre- 
ciation to the remaining shareholders when no assets are distributed 
to them. In the partnership field, section 751 provides that in the 
case of such a nonaliquot distribution the remaining partners are 
deemed to sell to the withdrawing partner their pro rata interest in 
the distributed inventory assets and the withdrawing partner is 
deemed to sell to the remaining partners his pro rata interest in the 
other assets left with the partnership. This latter rule is believed 
to be too complex to introduce in the corporate field. 

Accordingly, the advisory group recommends that if a collapsible 
corporation makes a nonaliquot distribution of section 343 assets in 
partial liquidation or in redemption of stock, the corporation will be 
treated as having sold such assets to the withdrawing shareholder 
and gain will be recognized to the corporation as ordinary income. 
This result can be avoided by the corporation if the distribution is 
made on an aliquot basis. If the distribution is nonaliquot, with the 
result that the gain is taxed as ordinary income to the corporation, 
there will be no fragmentation of gain in the hands of the shareholder; 
he will derive capital gain on the liquidation or redemption exchange, 
measured by the difference between his stock basis and the fair market 
value of the assets distributed to him. 

It will be noted that if a collapsible corporation redeems stock under 
section 302 (a) but does not distribute section 343 assets to the re- 
deeming shareholder, the distribution will not be regarded as a non- 
aliquot ‘distribution. Section 343 (b) will not tax the corporation on 
gain on non-section 343 assets which are so distributed. Section 343 

(a) will not convert any part of the gain realized by the shareholder 
in such a case into ordinary income, for the reason that all the section 
343 assets will remain in the corporation and affect the tax status of 
subsequent transactions in which such assets are disposed of by the 
corporation or stock of the corporat ion is sold by the remaining 
shareholders. Further consideration might be given to applying 
section 343 (a) to such redemptions by withdrawing shareholders 
with appropriate adjustments for the benefit of the remaining share- 
holders to prevent duplication of ordinary income treatment. More- 
over, further consideration might be given to the definition of non- 
aliquot distributions as applied to rede mptions under section 302 (a). 

Carryover of character of are 343 assets on certain distributions.— 
Under section 334 (a) (2) and (3), the basis to a shareholder of prop- 
erty received by him in eines with partial or complete liquida- 
tions and certain redemptions is determined by reference to the basis 
of the property in the hands of the distributing corporation or to 
the shareholder’s basis for his stock in the corporation. This carry- 
over-of-basis provision applies to distributions of section 343 assets 
by collapsible corporations unless the distribution is a nonaliquot one. 

The advisory group recommends that where section 343 assets are 
distributed by a collay sible corporation and the basis of the property 
in the hands of the diste; ibutee is determined under these provisions, 
any gain on the sale of the property by the shareholder within 5 years 
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after the date of the distribution should be treated as ordinary income 
and not as capital gain. For example, assume that A invests $10,000 
in corporation X upon its organization. After the operation of the 
business for a year the corporation owns inventories costing $10,000 
but having a fair market value of $25,000. Its other assets consist 
of cash in an amount equal to its liabilities. If the corporation there- 
upon completely liquidates, no gain or loss would be recognized to 
A upon the complete liquidation under the proposed section 331 (b) 

(A). Under the proposed section 334 (a) (2), A would take the 
inventory at a basis of $10,000. Assuming that A was not individually 
engaged in a type of business that would make the distributed assets 
have the status of inventory in his hands, a statutory provision appeers 
necessary to insure that a sale by A of the inventory at a profit of 
$15,000 would constitute ordinary income to him. Section 343 (ce) 
provides that in such cases the gain upon the sale by the shareholders 
of the section 343 asset distributed by a collapsible corporation will 
be treated as ordinary income if the sale occurs within 5 years of the 
date of the distribution. (The same rule is made applicable to sales 
by persons whose basis is determined by reference to the basis of the 
property in the hands of the distributee shareholder—e. g., donees of 
the shareholders.) Of course, the sale of the distributed property by 
the shareholder would produce ordinary income or loss to him even 
after the 5-year period has expired if, independently of the status of 
the assets in the hands of the corporation prior to distribution, his 
individual activities are such that he is not entitled to capital-gain 
treatment. 

The advisory group considered the adoption of a rule which would 
limit this treatment to the difference between the basis of the property 
in the hands of the distributee shareholder and its fair market value 
at the time of the distribution, thus making the rule inapplicable to 
any appreciation which might occur after the date of distribution. 
If such a rule were adopted, presumably its application would not be 
limited to the 5-year period following distribution. The rule of sec- 
tion 735 (a) (2) in the partnership fie ld employs the 5-year rule without 
distinction between a ppreciation occurring before the distribution and 
that occurring after the distribution. The 5-year rule, without dis- 
tinction between appreciation prior to distribution and appreciation 
occurring thereafter, has been recommended by the advisory group in 
the interests of simplicity and conformity with the rule in the part- 
nership provisions. 

Definition of collapsible corporation.—In the proposed revision the 
term “collapsible corporation” is defined in section 343 (e) (2) as a 
corporation, the unrealized appreciation on whose section 343 assets 
is more than 15 percent of the excess of the fair market value of all 
the assets of the corporation over all its liabilities. For example, if a 
corporation has total assets having a fair market value of $500,000 
and has liabilities of $100,000 (net worth, at value, of $400,000), the 
corporation will be a collapsible if the unrealized appreciation on its 
section 343 assets amounts to more than $60,000 (15 percent of 
$400,000). Ifin such case the corporation has inventory assets having 
an adjusted basis of $200,000 and a fair market value of $275,000, the 
corporation will be a collapsible because the $75,000 unrealized appre- 
ciation on the section 343 assets is more than 15 percent of the $400,000 
net worth. If, however, the fair market value of the section 343 assets 
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is $250,000, the corporation will not be a collapsible since the $50,000 
appreciation in such assets is less than 15 percent of the net worth. 

In present section 341 a presumption of collapsible status exists 
if the fair market value of the corporation’s section 341 assets is both 
(1) 50 percent or more of the fair market value of its total assets 
(exclusive of cash, capital assets, certain Government obligations, and 
stock in other corporations) and (2) 120 percent or more of the adjusted 
basis of its section 341 assets. A somewhat comparable rule is pro- 
vided in section 751 (d) (1) relating to collapsible partnerships, where 
inventory items are considered to have appreciated substantially in 
value if their fair market value exceeds both (1) 120 percent of their 
adjusted basis and (2) 10 percent of the fair market value of all 
partnership property other than money. As a result, under the pres- 
ent law even though all the assets of the corporation may be section 
341 assets (or, in the case of a partnership, inventory items) collapsible 
status may not exist if those assets have been acquired largely with 
borrowed funds, since it is required that the fair market value of such 
assets exc eed 120 percent of their basis. For example, assume that 
persons in a construction business invest $200,000 in the stock of a 
corporation, obtain construction loans of $400,000, and have the cor- 
poration construct property at a cost of $600,000. After the con- 
struction is completed the stock of the corporation is sold for $700,000. 
Although a profit of $100,000 has been made on an expenditure of 
$200,000 in the normal course of business, the presumption of col- 
lapsible status will not apply because the value of the assets ($700,000) 
is not more than 120 percent of their basis ($600,000). 

It is believed that a more appropriate test for determining the appli- 
cation of the collapsible rules is to measure the profit derived with 
respect to the corporation’s section 343 assets against the investment 
of the stockholders, without taking into account the money which the 
corporation can itself supply by borrowing. A similar rule has been 
recommended in the revision of section 751 proposed in the first re- 
port of the advisory group on subchapter K. 

In the partnership field, both under existing law and under the 
revision recommended in the first report of the advisory group on sub- 
chapter K, gain attributable to unrealized receivables of the partner- 
ship is given ordinary income treatment to the partners regardless of 
the amount of the unrealized receivables or the ratio which their ap- 
preciation in value bears to the net worth of the partnership. In the 
proposed section 343 (e) (2), however, unrealized receivables would be 
aggregated with other section 343 assets, and collapsible status would 
exist only if the unrealized appreciation on all the section 343 assets 
(including receivables as well as inventory items) exceeds 15 percent 
of the net worth of the corporation. This is the present rule with 
respect to the presumption of collapsible status under section 341 (c) 
(1). The advisory group on subchapter C recommends the continua- 
tion of this policy of aggregation of unrealized receivables with other 
noncapital assets in determining collapsible status for corporations. 

Definition of section 343 assets—In the proposed revision the defini- 
tion of a “section 343 asset” has been framed in the light of the overall 
objective of section 343 to prevent the use of a corporation by share- 
holders to convert ordinary income into capital gain, while at the same 
time avoiding having the section operate as a penalty to convert into 
ordinary income for the shareholders items which, in the absence of a 
corporation, would be treated as capital gain to them. 











| 
i 





CORPORATE DISTRIBUTIONS AND ADJUSTMENTS 37 


In general, section 343 (d) (1) of the proposed revision defines the 
term ‘‘section 343 asset’? to mean any property of the corporation 
other than— 

(A) money, 

(B) property (except property used in the trade or business, 
as defined in sec. 1231 (b)) which if sold would produce capital 
gain, and 

(C) property used in the trade or business, as defined in sec- 
tion 1231 (b), if there exists unrealized appreciation on all sec- 
tion 1231 (b) property considered in the aggregate. 

The fundamental theory of the definition is that property will be 
treated as a section 343 asset if, upon a sale of the property, the gain 
realized upon sale would constitute ordinary income. In that event, 
if the net appreciation is significant enough to classify the corporation 
as a collapsible corporation, sale or exchange of the stock of the cor- 
poration by the shareholders should, in general, produce ordinary 
income rather than capital gain to the shareholders. In this manner 
section 343 will serve to prevent the use of the corporate entity to 
convert into capital-gain profits on dealings in property which would 
produce ordinary income if the property itself were sold. 

Unlike section 341 of the existing law the proposed definition of 
section 343 assets does not include property described in section 1231 
(b) (e. g., real property and depreciable property used in the business) 
if there exists a net unrealized appreciation - such property con- 
sidered in the aggregate. Under section 1231, if there is a net gain 
on the sale of such property by the cena in any year, then, 
in general, the net gain is treated as capital gain to the corporation; 
but if for the vear there is a net loss on such property, the loss is 
treated as a deduction from ordinary income. Consistent with this 
theory of section 1231, the definition in section 343 (d) (1) (C) will 
exclude from “section 343 assets” all such property if there exists a 
net unrealized appreciation on such property considered in the aggre- 
gate; but it wil] include such property if there exists a net unrealized 
depreciation on the property considered in the aggregate. For 
example, in the case of a real-estate corporation which holds land and 
depreciable property used in the trade or business for rental purposes, 
if there is a net unrealized appreciation on such property, the corpora- 
tion will not be a collapsible corporation (and the sale of its stock by 
the shareholders will not produce ordinary income to them) in view 
of the fact that under section 1231 a sale of the property by the cor- 
poration would produce capital gain. Note, however, the provisions 
of section 343 (d) (3), discussed below, providing that the business 
activities of the shareholder may be taken into account in determining 
whether or not for purposes of section 343 the property should be 
considered as section 1231 (b) property or should be considered as 
property held primarily for sale to customers. 

In determining whether or not property should be considered as a 
section 343 asset, section 343 (d) (1) provides that it shall be im- 
material whether or not the property has been held for more than 6 
months (or 12 months in the case of livestock). This is the policy 
in existing section 341. The advisory group believes that this policy 
should be continued and that the test in the collapsible corporation 
provisions should be based upon the nature of the asset rather than 
the length of time it has been held by the corporation. It is believed 
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that any effort to divide the gain realized by a shareholder upon the 
sale or ‘exchange of stock of a corporation not only into erdinary 
income and capital gain but also between short-term and long-term 
capital gain, would be too complex to warrant consideration. 

The recommended definition of a “‘section 343 asset’’ contains no 
special provision relating to ‘unrealized receivables.”” The present 
definition in section 341 (b) (4) is believed to be unduly broad in some 
respects and unduly restrictive in others. Moreover, it is not con- 
sistent with the provisions of section 1221 (4), which would apply in 
determining the nature of the gain which might be realized by the 
corporation if the corporation itself sold the receivable. The advisory 
grcup recommends that no special provision regarding unrealized 
receivables be inserted in section 343, but that the classification of 
these items for purposes of the “section 343 asset’’ definition should 
depend on the basic general test of section 343 (d) (1). Thus if a 
sale of the unrealized receivable by the corporation would produce 
ordinary income, then the receivab le should be treated as a section 
343 asset, and vice versa. In this connection it may be noted that 
section 1221 (4) does not specifically cover important types of 
receivables (such as rent or interest receivable) which, if sold by the 
corporation, would doubtless produce ordinary income to it; and for 
this and other similar reasons the “section 343 asset’’ definition is 
not hinged upon the status of the asset as a capital asset but rather 
upon whether a sale of the asset would produce capital gain. 

One of the first instances of the use of collapsible corporations which 
Congress sought to thwart under the 1939 Code related to short-lived 
corporations used to produce motion pictures. The advisory group 
believes that the rules of section 343 and section 1221 should be co- 
ordinated so that if the sale or exchange of stock of a motion-picture 
corporation is to give rise to ordinary income, the production and sale 
of the film by the corporation should likewise produce ordinary income 
to it. In other words, the sale of the stock of the producing corpo- 
ration should not, in general, give rise to more serious tax conse- 
quences than the sale of the film by the corporation. Accordingly, 
the advisory group recommends that section 1221 (3) of the code be 
amended to read as follows: 

(3) a copyright, a literary, musical, or artistic composition, or similar 
property, or an undivided interest therein, held by 

(A) an individual whose personal efforts created such property, 

(B) a partnership if such property was created by the personal efforts 
of a partner or partners, but not including any such partner who received 
reasonable compensation for such efforts, 

(C) a corporation if such property was created by the personal 
efforts of any person or persons owning more than 20 percent in value 
of the outstanding stock of the corporation (other than stock which is 
limited and preferred as to dividends), but not including any such person 
who received reasonable compensation for such efforts, or 

(D) a taxpayer in whose hands the basis of such property is deter- 
mined, for the purpose of determining gain from a sale or exchange, in 
whole or in part by reference to the basis of such property in the hands 
of a holder described in subparagraphs (A), (B), or (C). 

For purposes of subparagraph (C), the rules of section 318 (a) shall apply in 
determining the ownership of stock. 





The provisions of subparagraphs (B) and (C) and the last sentence 
would represent additions to the present law. 

Section 343 (d) (3) in the proposed revision provides that the 
exclusion from section 343 assets of property which if sold would 
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produce capital gain, and the exclusion of certain section 1231 (b) 
property, shall not apply if the property would not constitute property 
of either type if held by the shareholder. For example, assume that 
an individual who is a dealer in real estate owns all the stock of a 
real-estate corporation, and that certain real property held by the 
corporation qualifies in its hands as section 1231 (b) property. De- 
spite the fact that the real estate is section 1231 (b) property in the 
hands of the corporation, the real estate will nevertheless be regarded 
as a section 343 asset of the corporation under section 343 (d) (3) if 
it is concluded that such property, if held by the dealer-shareholder, 
would constitute property held by him for sale to customers. On 
the other hand, if the shareholder would not be a dealer with respect 
to such property, but would be entitled to capital-gain treatment 
upon the sale of the property if it were held by him individually, the 
property will not be considered a section 343 asset of the corporation 
for the purpose of determining the nature of the gain to him upon the 
sale or exchange by him of stock of the corporation. Under this rule, 
if the principal asset of a corporation consists of substantially appre- 
ciated real estate which constitutes section 1231 (b) property in the 
hands of the corporation, and the stock of the corporation is held in 
equal shares by a person who would be a dealer with respect to such 
property if he owned it individually and by a person who would not 
be a dealer with respect to such property if he owned it individually, 
the sale of stock of the corporation by the former shareholder would 
produce ordinary income to him but a sale of stock by the latter 
shareholder would produce capital gain to him. The advisory group 
recommends this result as the proper objective of the collapsible 
corporation provisions. 

In certain limited cases of nonaliquot distributions of section 343 
assets by collapsible corporations, gain is recognized to the corpora- 
tion under section 343 (b). In such instances, the effect of the share- 
holder’s own business activities in connection with property of the 
type owned by the corporation cannot be tested separately, share- 
holder by shareholder, but a single test must be made for the pur- 
poses of determining the application of the provision to the corpora- 
tion upon the distribution. Accordingly, section 343 (d) (3) (B) 
provides that in those limited cases, if gein on sale of the property 
would constitute ordinary income to any shareholder owning more 
than 20 percent in value of the outstanding stock (other than stock 
limited and preferred as to dividends) if the property were held by 
him individually, the property will be deemed to be a section 343 
asset. For this purpose the constructive stock ownership rules of 
section 318 (a) would be applicable. 

A special rule has been inserted in section 343 (d) (2) relating to cer- 
tain original issue discount bonds referred to in section 1232 and to 
certain emergency facilities referred to in section 1238. Section 1238 
provides that gain from the sale of property shall be considered as ordi- 
nary income to the extent that the adjusted basis of the property is 
less than the adjusted basis determined without regard to the deduc- 
tion for amortization of emergency facilities; but the balance of any 
gain on the sale of such facilities may be capital gain. Section 
343 (d) (2) carries out the policy of this provision by providing that 
the fac ity shall be regarded as in part a section 343 asset and in part 
as a non-section 343 asset, in the proportion which the ordinary income 
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that would be realized upon a sale of the facility would bear to the total 
appreciation on the facility. Thus, in general, a sale of stock of a 
collapsible corporation owning emergency facilities would produce 
ordinary income or capital gain to the shareholder in a manner cor- 
responding to the result which would follow if the facility itself were 
sold. 

Section 1231 (b) (4) treats a sale of unharvested crop on land used 
in the ade or cakes as section 1231 (b) property if the crop and 
the land are sold at the same time and to the same person. It is in- 
tended that so long as the land and the crop held by the corporation 
are not separated, the crop will be treated for the purposes of section 
343 in the same manner as the land. But, if upon a distribution to 
which section 343 applies, the land is distributed to one stockholder 
and the crop to another stockholder, the crop would be treated as a 
section 343 asset, regardless of the treatment accorded to the land. 


SECTION 13. COMPLETE LIQUIDATIONS OF SUBSIDI- 
ARIES—AMENDMENTS OF SECTION 332 


Sale of minority stock interest to avoid section 332.—In order for 
section 332 to apply to a distribution received upon a complete 
liquidation of a corporate subsidiary, paragraph (1) of subsection (b) 
requires that the corporation receiving such property must, on the 
date of adoption of the liquidation plan, and at all times thereafter 
until receipt of the property, be the owner of the percentage of stock of 
the liquidating subsidis ary referred to therein. In some instances the 
application of section 332 has been avoided by the sale by the parent 
corporation purely for tax reasons of a very small amount of the 
liquidating subsidiary’s stock after adoption of the plan of liquidation 
but before its completion. The effectiveness of this practice has been 
upheld by the courts. (See Granite Trust Co. v. United States, 238 F. 
2d 670.) The advisory group believes that if section 332 is to be made 
so easily elective it ought to be made completely elective and that the 
section should not be so drawn as to invite resort to the tax-motivated 
device of selling a few shares. The first recommendation for amend- 
ment to section 332 is designed to put a stop to this practice. 

Effect of satisfaction of indebtedness to parent having basis above or 
below valve of property received.—Under existing law, in connection with 
a complete liquidation under section 332, if property is transferred by 
a liquidating subsidiary to a parent corporation in satisfaction of in- 
debtedness which has a basis to the parent above or below the fair 
market value of property received, the parent realizes gain or loss. This 
situation usually arises when a parent corporation owns at the time 
of liquidation of its subsidiary outstanding indebtedness of the sub- 
sidiary which the parent had ac quired at a discount or a premium. 
The advisory group believes that it would be more appropriate not to 
recognize gain or loss to the parent corporation when such indebted- 
ness is satisfied in the course of the liquidation, provided that, where 
section 334 (b) (1) applies, the basis to the parent of the property 
received is adjusted by an amount equivalent to the gain or loss the 
parent realized and, where section 334 (b) (2) applies, the basis to the 
parent of the property received is limited to its basis of the subsidi- 
ary’s stock and of the indebtedness so satisfied. The proposed 
amendment of section 332 (c) is designed to prevent recognition of 
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gain or loss to the parent in these situations. It does not apply, 
however, to interest, payment of which would have been includible in 
gross income as interest. 

The corresponding recommendation with respect to adjustment of 
asset basis is covered by the amendments to section 334 (b) (1) and 
(2) contained in section 14 (a) of the proposed amendments. In con- 
nection with this recommendation, the following points are noted. 
First, an adjustment of basis is required not only with respect to 
property received in the transfer to the parent as creditor under section 
332 (c) but also with respect to property distributed to the parent as 
stockholder under section 332 (a). This seems necessary to cover the 
situation where, in the liquidation, the indebtedness is paid off in 
money and the remaining property is distributed in respect of stock. 
Secondly, an adjustment of basis is required even though the basis 
before such adjustment is determined under cama aut (b) (2). This 
is because the proposed amendment to section 332 (c) provides for 
nonrecognition of gain or loss to the parent corpor ation from satis- 
faction of the subsidiary’s indebtedness to it even though section 
334 (b) (2) is applicable to the distribution received by the parent 
with respect to stock of the subsidiary. While the problem is less 
likely to arise in connection with a liquidation to which section 334 
(b) (2) applies, it is quite possible that a purchaser of a newly ac- 
quired subsidiary might hold obligations of the new subsidiary at a 
discount or premium. 

Liquidation of subsidiaries all the stock of which—or the common 
stock of which—is worthless —Section 332 requires that, in order for 
that section to apply to a distribution in complete liquidation of a 
subsidiary, the distribution by the subsidiary must be in compelte 
cancellation or redemption of all its stock. The courts have held, 
with the Commissioner’s acquiescence, that section 332 does not apply 
to the liquidation of an insolvent subsidiary where the property re- 
ceived by the parent is insufficient to satisfy indebtedness to the parent 
so that nothing is received by the parent in cancellation or redemption 
of its stock interest in the subsidiary. In Spaulding Bakeries Incor- 
porated (27 T. C. 684), now on appeal to the Court of Appeals for the 
Second Circuit, the Tax Court held that where the value of the prop- 
erty of a liquidating subsidiary received by a parent corporation 
owning both preferred and common stock of the subsidiary is insuffi- 
cient to satisfy the priority rights. of the subsidiary’s preferred stock, 
leaving nothing for distribution on its common stock, section 332 is 
similarly inapplicable. The advisory group has considered whether 
section 332 should be extended to cover either or both of these two 
situations and has concluded that no statutory amendment should be 
recommended at the present time. The effect of such an extension of 
section 332 would be to deprive a parent corporation of any oppor- 
tunity in the situations covered to obtain a loss deduction under sec- 
tion 165 (g) on account of worthlessness of any stock in respect of 
which no liquidation distribution was received while, on the other 
hand, it wee enable the parent in such situations to utilize loss carry- 
overs and other tax attributes of the liquidated subsidiary. Little, if 
any, objection appears to have been raised to the present inapplica- 
bility of section 332 to the liquidation of an insolvent subsidiary and 
any attempt to cover insolvency situations would involve a number 
of troublesome problems. With respect to situations of the Spauld- 
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ing type, the advisory group is of the opinion that a decision as to 
whether any legislative action is desirable should await consideration 
of what is said in the opinion of the appellate court in that case. 
Correlation of various stock ownership requirements.—While not 
directly pertaining to subchapter C, the advisory group recommends 
that consideration be given to the desirability of correlating the stock- 
ownership requirements of section 165 (g) (3) (A) with the stock- 
ownership requirements of sections 1504 (a) and 332. Section 165 
(g) (3) (A), in providing for removal from the capital asset category 
of securities in a corporation affiliated with a domestic corporate tax- 
payer, permits a corporation to be treated as affiliated with the tax- 
payer only if at least 95 percent of each class of its stock is owned 
directly or indirectly by the taxpayer. Except for the absence of any 
provision excluding nonvoting stock which is limited and preferred as 
to dividends, this provision, which was formerly incorporated in the 
Internal Revenue Code of 1939, was in general accord with section 
141 (d) of the 1939 Code which, for consolidated return purposes, 
required the ownership within the group of at least 95 percent of the 
voting power of all classes of stock and at least 95 percent of each 
class of the nonvoting stock (excluding such nonvoting preferred 
stock). In section 1504 (a) of the 1954 Code the definition of an 
affiliated group was amended so as to reduce the 95-percent require- 
ment to 80 percent, nonvoting preferred stock still being excluded. 
The stock ownership requirements for consolidated return purposes 
are thus now in accord with the stock ownership requirements under 
section 332. It would seem appropriate in the interest of consistency 
to amend section 165 (g) (3) (A) by reducing the 95 percent ownership 
requirement therein to 80 percent, and by excluding from the owner- 
ship requirement nonvoting preferred stock which is limited and 
preferred as to dividends. In this connection, consideration should be 
given to the desirability, in view of the 20-percent minority interest in 
subsidiaries now permitted to join in consolidated returns, of provid- 
ing statutory sanction of an appropriate division between the affiliated 
corporations (without tax consequences) of any tax savings flowing to 
the group from the filing of consolidated returns, so that minority 
stockholders of loss subsidiaries included in the affiliated group may 
benefit from tax savings resulting from use of their corporation’s losses. 


SECTION 14. BASIS OF PROPERTY RECEIVED IN LIQUI- 
DATIONS AND CERTAIN REDEMPTIONS 


Revision of section 334 (a).—The proposed revision of section 334 (a) 
is explained in the comments with respect to section 12 of the pro- 
posed amendments, supra, under C. Proposed revision of section 
334 (a). 

Basis adjustment w here indebtedness of liquidating subsidiary in hands 
of parent is satisfied —The purpose of the proposed amendment to 
section 334 (b) (1) (and the corresponding amendment to sec. 334 (b) 
(2)) is explained in ne comment with respect to section 13 of the pro- 
posed amendments, supra, Effect of satisfaction of indebtedness to 
parent having basis above or below value of property received. 

Time within which subsidiary’s liquidation must be commenced or 
completed for purpose of special stock basis rule-——The purpose of the 
proposed amendment to section 334 (b) (2) is to require liquidation of 
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a subsidiary to be completed within 2 years after completion of the 
purchase of its stock if the distributed property is to have the basis of 
the purchased stock. Under subseetion (b) (2) as it now reads the 
liquidation plan must be adopted not more than 2 years after the 
purchase, but there is no requirement as to the time within which the 
liquidation must be completed. The advisory group has considered 
but makes no recommendation as to whether or not the 2-year period 
in the revised subsection (b) (2) should be shortened. A shorter 
period would have the effect of limiting the applicability of the pro- 
vision to situations more closely resembling property acquisitions and 
would reduce complications with respect to adjustments under the 
last sentence of subsection (b) (2), but it would also have the effect 
of making application of the provision more elective. 

Successive liquidations of controlled corporations for purpose of 
special stock basis rule-——The definition of ‘purchase’’ in paragraph 
(3) of subsection (b) creates problems in the case of chaim acquisitions. 
“Purchase” is defined in section 334 (b) (3) (C) to exclude stock acqui- 
sitions from persons the ownership of whose stock would, under section 
318 (a), be attributed to the acquirer. Suppose that corporation A 
purchased directly the stock of corporation C, an operating company 
the stock of which was the sole asset of corporation B, and A there- 
upon caused C to Le completely liquidated. In that event, the 
special stock basis rule of subsection (b) (2) would apply and the 
basis of C’s assets in the hands of A would be the amount paid by 
A to B for the C stock. Suppose that, instead, corporation A pur- 
chased all the stock of corporation B, then caused C to be liquidated 
into B and then caused B to be liquidated into A. In that event it 
would appear that such special stock basis rule would similarly apply 
and the basis of C’s assets in the hands of A would be the amount 
paid by A for the B stock. Suppose, on the other hand, that in the 
latter case A, having purchased the B stock, caused B to be liquidated 
into A first and then caused C to be liquidated into A. In that event, 
it is arguable that under subsection (b) (3) (C) the special stock basis 
rule is not applicable since A acquired the C stock from B, a corpora- 
tion the ownership of whose stock would, under section 318 (a), be 
attributed to A. The purpose of the proposed amendment to sub- 
section (b) (3) (C) is to make sure that the applicability or inappli- 
cability of the special stock basis rule does not depend upon whether 
the purchased corporation or a controlled subsidiary is liquidated first. 

The purpose of the proposed new section 334 (b) (5) is to require, 
in the case of purchase of the stock of the parent in a corporate chain, 
that the period within which the liquidation of the parent corporation 
and each of its subsidiaries must be completed is to be measured from 
the time of the original purchase of the parent corporation’s stock 
if the benefits of the special stock basis rule are to be obtained with 
respect to the liquidation of the entire group. 

Stock acqu ired pursuant to an option.—The definition of “‘purchase’’ 
in section 334 (b) (3) © gives rise to the following further problem. 
Suppose corporation U de ‘sires to acquire the stock of corporation B. 
Corporation X owns 50 percent of corporation B’s stock and corpora- 
tion A takes an option on it, to be exercised if it is successful in obtain- 
ing an additional 30 percent of B’s stock. Shortly thereafter, having 
obtained the additional 30 percent, corporation A exercises its option 
and promptly causes corporation B to be completely liquidated. 
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Under a literal interpretation of sections 318 (a) (3) and 334 (b) (3) 
(C), it is arguable that the stock purchased pursuant to the option 
is not acquired by ‘‘purchase’”’ within the statutory definition and 
therefore that the special stock basis rule does not apply. The sub- 
chapter C regulations clarify this problem by treating the purchase of 
stock pursuant to an option as.a purchase within the statutory defini- 
tion; and the purpose of the proposed new section 334 (b) (6) is to 
incorporate into the statute the rule on this point now expressed only 
in these regulations. 

Istribution of installment obligations in a liquidation of a subsidiary 
to which the special stock basis rule is applicable-—Under section 
453 (d) (4) no gain or loss is recognized with respect to the distribution 
of installment obligations if section 332 applies. If the basis in the 
hands of the parent of the property of a subsidiary which is liquidated 
under section 332 is determined under section 334 (b) (2), it appears 
that the parent may obtain a stepped-up basis for installment obliga- 
tions without payment of any tax. The only tax paid would be the 
capital-gains tax, if any, paid by the selling stockholders at the time 
of the parent’s purchase of the subsidiary’s stock. The purpose of 
the proposed amendment to section 453 (d) (4) (A) is to prevent the 
distribution without tax to the distributing corporation of install- 
ment obligations at a stepped-up basis under section 334 (b) (2). An 
alternative method of dealing with this problem, though probably 
more complicated to provide, would be to permit nonrecognition of 
gain on the distribution despite the applieability of section 334 (b) (2) 
and to amend the latter section to require continuance in the hands 
of the parent of the subsidiary’s basis for the installment obligations 
distributed. However, viewing section 334 (b) (2) as being intended 
to apply only to transactions resembling asset purchases, it seems 
more in keeping that gain on the installment obligations should be 
recognized to the subsidiary. 


SECTION 15. GAIN OR LOSS ON SALES OR EXCHANGES IN 
CONNECTION WITH CERTAIN LIQUIDATIONS—AMEND- 
MENTS OF SECTION 337 


Section 337 provides, subject to certain qualifications, for the non- 
recognition of gain or loss on sales or exchanges of corporate assets 
made following the adoption of a plan of liquidation, if the liquidation 
is completed within a 12-month period beginning on the date the 
liquidation plan is adopted. 

Involuntary conversions.—The Internal Revenue Service has ruled 
(Revenue Ruling 56-372) that the receipt of fire insurance proceeds 
from the complete destruction of a building by fire, resulting in an 
involuntary conversion, does not constitute a “sale’’ for the purpose 
of obtaining nonrecognition of gain or loss benefits where liquidation 
of corporate assets is made pursuant to section 337. The fact that 
section 1033 characterizes destruction of property and indemnification 
for its loss as an involuntary conversion, it is held, does not establish 
that the events constitute a sale or exchange; nor are the provisions 
of section 1231 (a) effective to characterize the events as a sale or 
exchange. ‘The advisory group considers it appropriate and desirable 
to extend the nonrecognition treatment provided by section 337 (a) to 
all involuntary conversions and to relax the strict distribution require- 
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ments of the section with respect to such conversions that become 
certain to occur within the prescribed 12-month period, provided the 
proceeds of conversion are distributed promptly after receipt. Ac- 
cordingly, it is recommended that an involuntary conversion within 
the meaning of section 1033 be considered a sale or exchange for pur- 
poses of section 337, and that.the distribution requirements of that 
section be considered met if a disposition of the converted property, as 
defined in section 1033 (a) (2), occurs within the prescribed 12-month 
period and the proceeds of the conversion are distributed within such 
period or within 60 days after the receipt thereof by the corporation, 
whichever is later. This is covered in the proposed section 337 (a) (2). 
Collapsible corporations and corporations liquidated under section 
333.—Under present law section 337 is not applicable to any sale or 
exchange elt by a collapsible corporation or to any sale or exchange 
following the adoption of a section 333 liquidation plan. In view of 
the proposals herein made with respect to the treatment of corporate 
liquidations generally, the elimination of section 333 and the special 
treatment of collapsible corporations, the advisory group recommends, 
for the reasons stated in the comments relating to those provisions 
(and particularly the discussion contained in Section 12, D. do llapsible 
Corporations, Distributions under sec. 337 plans), that if such pro- 
posals are adopted, section 337 be no longer inapplicable to collapsible 
corporations and the reference to section 333 be eliminated. 
Suecessive liquidations of controlled corporations.—Section 337 (c) (2) 
makes the section inapplicable where the liquidation is one to which 
section 332 applies, if the parent corporation takes over the sub- 
sidiary’s property basis. This rule—an entirely sound one when 
the liquidation of a subsidiary alone is involved—raises problems of 
procedure, i. e., order of sales and liquidations, where parent and 
subsidiary both contemplate the sale of assets and complete liquida- 
tion. Under present law, if a subsidiary adopts a plan of complete 
liquidation under section 332 which is completed within the 12-month 
period gain or loss would be recognized upon the sale of assets by it 
during the period, even though the parent corporation within the 
same period completely liquidates outside of section 332. However, 
if the subsidiary were first completely liquidated into the parent under 
section 332 and the parent sold the assets received from the subsidiary 
following the adoption of its own plan of complete liquidation, no 
gain or loss would be recognized on the sale of the assets formerly 
owned by the subsidiary. Similar problems arise where intermediate 
holding corporations are involved. Since there appears to be no 
policy reason why section 337 should not apply where the parent cor- 
poration completely liquidates within the prescribed period outside of 
section 332, the advisory group recommends that a sentence be added 
to the rule contained in the present paragraph (2) of section 337 (c) 
(subsec. (c) of sec. 337 as revised), making the rule inapplicable 
to a complete liquidation of a member of an affiliated group of 
corporations if all members of the group receiving property in the 
liquidation and the common parent are completely liquidated within 
the 12-month period beginning on the date the plan of complete liqui- 
dation is first adopted by any such member of the group. 
Assets not easily distributable among shareholders——Sometimes the 
sale of assets in the course of a section 337 liquidation involves the 
receipt of debt securities or other consideration from the purchaser, 
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which it is difficult to distribute within a 12-month period among a 
substantial number of shareholders. The liquidating corporation may 
also have other assets, such as claims in litigation, which are not 
susceptible of prompt distribution.’ The advisory group recommends 
that relief be provided in such situations by permitting such assets to 
be transferred to a liquidation trust or agency for the benefit of the 
shareholders provided the need for such arrangement is established, 
prior to the expiration of the 12-month period, to the satisfaction of 
the Secretary or his delegate and all terms and conditions imposed by 
him are met. This is provided for in the proposed amendment to 
section 337 (a) (1). Section 337 appears to contemplate realization 
of gain or loss to the shareholders within a 12-month period after 
adoption of the liquidation plan as the price of nonrecognition of gain 
or loss to the corporation. It is contemplated that the trust or agency 
arrangement will not be approved if the effect thereof is to postpone 
realization of gain by the shareholders that would have been realized 
upon a distribution of the assets directly to them at the time of the 
creation of the trust or agency. 


SECTION 16. COLLAPSIBLE CORPORATIONS 


Section 16 of the proposed amendments would add a new section 
343 to the code. The proposed new section is discussed in the com- 
ments with respect to section 12, supra, under D. Collapsible cor- 
porations. 


SECTION 17. PARTIAL LIQUIDATION DEFINED— 
AMENDMENT OF SECTION 346 


The advisory group recommends that section 346 be amended so 
that it will be coordinated with the provisions of section 302 (relating 
to redemptions of stock) and section 355 (relating to distribution of 
stock and securities of controlled corporations). 

Subsection (a) (1) in the proposed revision would, as in existing 
law, include in the definition of partial liquidation a distribution 
which is one of a series of distributions in redemption of all of the 
stock of the corporation pursuant to a plan. 

Subsection (a) (2) would clarify existing law by providing specifi- 
cally that all other distributions in partial liquidation, including those 
flowing from termination of a business, must (1) be in redemption 
of part of the stock of the corporation pursuant to a plan, and (2) 
occur within the taxable year in which the plan is adopted or within 
the succeeding taxable year. Subsection (a) (2) (C) would then make 
the further requirement that in order to constitute a partial liquida- 
tion a distribution in redemption of part of the stock must meet 
one of two tests: 

(1) The distribution must not be essentially equivalent to a 
dividend; or 

(2) The distribution must be attributable to the corporation’s 
ceasing to conduct an “active business’’; it must be made within 
a reasonable time after such cessation; it must consist of all or 
part of the assets of the discontinued business (or the proceeds 
from the sale thereof); the amount of the distribution must be 
at least equal to 20 percent of the net worth of the corporation ;. 
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and after the distribution the corporation must be engaged io 
another ‘‘active business.” 
Where partial liquidation status depends upon satisfying test (2), 
if the amount of the distribution exceeds the net worth of the discon- 
tinued business (including appropriate working capita)), the excess 
would not be treated as a part of the partial liquidation but would 
be treated as a distribution to which section 301 or 302 would apply. 

Coordination with section 302.—Section 346, as revised, follows the 
pattern of section 302 in retaining the broad provision of the 1939 
Code giving capital gain treatment to a distribution which is not 
essentially equivalent to a dividend, while at the same time insuring 
capital gain treatment to the stockholder if his case fits within the 
specific statutory rule relating to termination of one of two or more 
businesses actively conducted by the corporation. Again in accord- 
ance with the pattern of section 302, section 346 (e) provides that the 
failure to meet the specific requirements of the termination of business 
rule in section 346 (c) shall not be taken into account in determining 
whether under section 346 (b) the distribution is not essentially 
equivalent to a dividend. 

It is also stated in section 346 (e) that for the purposes of both 
sections 346 (b) and (c) it is immaterial whether or not the distribu- 
tion qualifies for capital gain treatment under section 302 (a), or 
whether it is pro rata or non pro rata with respect to the shareholders 
of the corporation. The treatment is the same as far as section 346 
is concerned whether the distribution is proportionate or dispropor- 
tionate among shareholders. (Thus, under the proposed revision, it 
is unnecessary to make the attribution rules of sec. 318 (relating to 
constructive stock ownership) applicable to sec. 346, because the 
attribution of stock ownership is immaterial for its purposes.) How- 
ever, for the purpose of determining whether a distribution is not 
essentially equivalent to a dividend within the meaning of section 
302 (b) (1), it is specifically provided in section 302 (b) (6) that there 
will be taken into account “all * * * facts and circumstances.” 
Hence, under section 302 (b) (1) the inquiry will encompass the pro- 
portionate or disproportionate nature of the redemption and the 
relationship of the shareholders as well as the circumstances at the 
corporate level (such as contraction of the business), whereas under 
section 346 it will be immaterial whether the distribution is pro rata 
or non pro rata at the shareholder level. 

While capital gain treatment would be accorded to the shareholder 
whether the distribution falls under section 302 (a) or under section 
346, there are certain differences in treatment accorded the two types 
of distributions under sections 306 and 311. For example, under 
section 311, if the distribution falls only within section 302 (a) gain is 
recognized to the distributing corporation in the case of certain dis- 
tributions of LIFO inventory and property subject to a liability in 
an amount exceeding the basis of the property. However, under 
section 336 gain is not recognized to the corporation in such cases if 
the distribution falls within section 346. Further consideration might 
be given to amendments of sections 306 and 311 to make their applica- 
tion uniform in cases of section 302 (a) redemptions and section 346 
partial liquidations, or else to confining the different treatment ac- 
corded partial liquidations to those cases qualifying for partial liqui- 
dation under the specific rule of section 346 (c) (relating to termination 
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of a business). In such manner the practical effect of the dichotomy 
between section 302 (b) (1) and proposed section 346 (b) would be 
eliminated. 

Termination of business rule.—The provisions of section 346 relating 
to termination of a business (found in subsection (b) of the existing 
law and subsection (c) of the proposed revision) have been modified 
in several respects. The new paragraph (2) would require that the 
distribution be made within a reasonable time after the cessation of 
the active business. Existing law, if read literally, might require that 
the business be operated until the time of distribution of the assets 
or the proceeds from the sale thereof. The Treasury regulations 
relax the literal ae “Tear by providing in section 1. 346-1 (c) that 
if a business is sold after having been actively conducted until the 
date of sale, the proceeds need not be distributed at the moment of 
sale but may be distributed ‘‘as soon thereafter as reasonably pos- 
sible.’ The proposed paragraph (2) would also cover cases in which 
a business is involuntarily terminated, as might occur in the case of 
fire. The new provision would allow reasonable time to collect the 
proceeds of insurance and investigate the possibility of reestablishing 
the business before the corporation makes the decision to distribute 
the insurance proceeds and the other funds flowing from the termina- 
tion of the business. 

Existing law, as interpreted in the regulations (sec. 1.346 (b)), 
requires that all the assets of the terminated business, or the entire 
proceeds of sale thereof, be distributed to shareholders. Subpara- 
graph (3) of the proposed revision would permit part of the assets, 
or part of the proceeds of sale, to be distributed while the balance is 
retained in the corporation. This change is recommended because 
of the difficulty in some cases of determining the precise extent of 
the assets of the discontinued business. Moreover, some of those 
assets may be needed to discharge corporate liabilities attributable 
to the discontinued business. 

At the same time paragraph (4) has been added requiring that the 
amount of the distribution must be at least equal to 20 percent of the 
excess of the fair market value of the assets of the corporation over the 
liabilities of the corporation existing immediately before the distribu- 
tion. This will insure that the distribution will represent a signifi- 
cant portion of the net worth of the corporation, and will serve to 
distinguish it from an ordinary distribution of current profits. 

Coordination with section 355: Definition of active business —The 
advisory group recommends that the statute be amended to include 
a definition of “‘active business” which will apply both for the pur- 
poses of section 346 and for the purposes of 355 (relating to distribu- 
tions of stock and securities of controlled corporations). This has 
been inserted as section 346 (d) in the proposed revision of section 
346, applicable both to section 346 and section 355. As in section 
346 (b) of existing law, it is required that the corporation be engaged 
in the active conduct of a trade or business at the time as of which 
the test is applied; that such trade or business has been actively con- 
ducted throughout the 5-year period immediately preceding; and that 
the trade or business was not acquired within the 5-year period in a 
transaction in which gain or loss was recognized in whole or in part 
to the transferor. While the latter provision in existing law seeks to 
rule out cases in which a business is acquired within the 5-year period 
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in a transaction in which boot is given to the transferor, it fails of 
its mark in those cases in which the transferor corporation distributes 
the boot to its shareholders. In such event section 362 relieves the 
corporate transferor from recognition of gain on the receipt of the 
boot and taxes the boot to the shareholders of the transferor to whom 
it is distributed. There is a further problem under existing law where 
the business is acquired by purchase from a corporation to which no 
gain is recognized because the sale is made by it following adoption of 
a plan of complete liquidation under section 337. In such case, gain 
or loss may be recognized to the shareholders though not to the 
selling corporation. Accordingly, section 346 (d) (3) (B) in the pro- 
posed revision would rule out a business acquired within the preceding 
5 years not only where gain was recognized to the transferor of the 
business but also where gain was recognized to the shareholders of a 
corporate transferor. 

Dividends paid deduction and information returns.—In the proposed 
revision the last sentence of present section 346 (a) (relating to the 
dividends paid deduction under section 562 (b) and information re- 
turns under section 6043) has been deleted. The advisory group 
recommends that sections 562 (b) and 6043 be amended to make them 
applicable both to redemptions of stock under section 302 (a) as well 
as under section 346, in the same manner as in section 312 (e) of exist- 
ing law. This would be accomplished by inserting after the word 
“liquidation” where it appears in the first sentence of section 562 (b), 
and in section 6043 (1) and (2), the words “or in redemptions to which 
section 302 (a) or 303 applies.” 


SECTION 18. TRANSFER TO CORPORATION CONTROLLED 
BY TRANSFEROR—AMENDMENT OF SECTION 351 


The proposed amendment to section 351 (a), relating to stock or 
securities issued for services or for section 306 stock, is explained in the 
comments with respect to section 7 of the proposed amendments, 
supra, under Section 351 exchanges and capital contributions of section 
306 stock. 

The advisory group recommends that section 351 (b) be amended 
by the addition of two subparagraphs applicable to corporate trans- 
ferors which receive boot in section 351 transactions constituting part 
of a corporate division under section 355 or part of a plan of reorgan- 
ization within the meaning of section 368. These subparagraphs 
would relieve the corporate transferor from recognition of gain by 
reason of the receipt of boot to the extent that the boot is distributed 
to its shareholders pursuant to the plan. 

Section 356 transactions.—The first new subparagraph is inserted in 
section 351 in the proposed revision as section 351 (b) (1) (B) to cover 
transactions at the corporate level which are a part of a corporate 
division under section 355. ‘This is done because in the proposed 
revision transfers of property from one corporation to a controlled 
corporation as a part of a plan for a corporate division under section 
355 are removed entirely from the area of reorganizations. (See 
secs. 368 (a) (1) (C) (ili) and 368 (a) (1) (D) (iii) ard the cemments 
relating thereto, under Section 26. Definitions relating to corporate 
reorganizations—amendment of sec. 368.) In such cases nonrecegni- 
tion of gain or loss at the corporate level would be governed entirely 
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by section 351, and the new subparagraph (B) in section 351 (b) (1) 
is necessary to carry out the rule of existing law relieving the corporate 
transferor from tax to the extent boot is received by it and con- 
currently distributed to its shareholders. 

Reorganizations.—The second new subparagraph (section 351 (b) 
(1) (C)) has been inserted in the proposed revision to coordinate the 
rules applicable to a corporate transferor which receives boot in a 
transaction which qualifies both under section 351 and as a reor- 
ganization under section 368 (a) (1) (D). In existing law section 351 
does not relieve the corporation from tax if it distributes the boot, 
but the overlapping provisions of section 361 do grant such relief. 
In the proposed revision section 351 (b) (1) (C) would make clear that 
in such a case the corporate transferor will be relieved from tax to the 
extent provided in section 361. 

For a further discussion of the provisions relieving the corporate 
transferor from tax on the receipt of boot to the extent concurrently 
distributed to its shareholders see the comments relating to sec. 361 
under section 24, 


SECTION 19. EXCHANGES OF STOCK AND SECURITIES IN 
CERTAIN REORGANIZATIONS—AMENDMENT OF SEC- 
TION 354 


The principal change recommended by the advisory group in the 
proposed revision of section 354 relates to its application to exchanges 
of stock and securities in reorganizations pursuant to section 
368 (a) (1) (D). Under present law, in order for a transaction to 
qualify as a reorganization under section 368 (a) (1) (D), there must 
be a transfer by a corporation of all or a part of its assets to another 
corporation, immediately after the transfer the transferor or its 
shareholders must be in control of the transferee corporation, and the 
transferor must make a distribution of the stock or securities received 
by it from the transferee corporation in a transaction which qualifies 
under section 354, 355, or 356. 

Section 354 in existing law then provides nonrecognition of gain or 
loss to a holder of stock or securities in the transferor corporation who 
exchanges them solely for stock or securities in the transferee cor- 
poration. However, section 354 (b) then withdraws the nonrecogni- 
tion privilege if the exchange is made in pursuance of a plan of reor- 
ganization under section 368 (a) (1) (D) unless the transferee corpora- 
tion acquires substantially all the assets of the transferor corporation 
and the transferor completely liquidates. The apparent purpose of 
these interlocking provisions is to deny nonrecognition of gain or loss 
in the case of a corporate division which does not qualify under the 
strict rules of section 355. 

The present statutory technique may be defective in that it may 
not be adequate to protect the rules of section 355 in the case of a 
“splitup”—1. e., where corporation A transfers part of its assets to 
subsidiary B and the remainder of its assets to subsidiary C, after 
which A dissolves, distributing to its stockholders the stock of B and 
C. If the transaction does not qualify under section 355, none of the 
reorganization provisions are applicable by their terms and the share- 
holders may be taxed as on a complete liquidation of the corporation 
under section 331. Thus under existing law if the shareholders have 
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a high basis for their stock in the corporation (for example, by acquir- 
ing it by inheritance or by recent purchase) they may possibly be in a 
position to consummate without tax to themselves a splitup of the 
corporation which does not qualify for tax deferral under section 355. 
Even if they do not have a high basis for their stock, they may possibly 
be able, at the price of a capital gains tax, to withdraw from the corpo- 
ration surplus property which if otherwise distributed would be tax- 
able to them as a dividend. 

To insure that any opportunity for avoidance of the requirements 
of section 355 is foreclosed by the terms of the statute, the advisory 
group recommends the following changes in existing law: 

(1) Section 368 (a) (1) (D) should be amended (a) to require 
a complete liquidation of the transferor corporation, and (b) to 
provide that it will not apply to any transaction which is part of a 
plan involving a distribution qualifying under section 355 (or so 
much of section 356 as relates to section 355). (See sec. 368 (a) 
(1) (D) (ii) and (iii) in the proposed revision.) 

(2) Sections 354 and 356 should be amended to provide that 
in the case of an exchange in pursuance of a plan of reorganization 
under section 368 (a) (1) (D), if the shareholder receives stock 
in more than one corporation which is a party to the reorganiza- 
tion, only the stock having the highest fair market value will be 
permitted to be received without recognition of gain or loss to (or 
inclusion in income of) the shareholder. The stock in any other 
corporation or corporations a party to the reorganization received 
by the shareholder should be treated as boot. (See secs. 354 
(a) (2) (B) and 356 (f).) 

The result of these recommended changes would be that in the case 
of a corporate division which qualifies under section 355 (or so much 
of sec. 356 as relates to sec. 355), the reorganization provisions would 
be wholly inapplics)ie because the transaction would be excluded 
from the definitions of the term ‘‘reorganization”’ in section 368. The 
transactions at the corporate level would be governed by section 351 
and those at the shareholder level would be governed by sections 355 
and 356. 

In the case of a corporate division which does not qualify under 
section 355, if the transferor corporation does not completely liquidate, 
the reorganization provisions would be inapplicable and distributions 
would be taxable as a dividend or as otherwise provided in section 
301, 302, or 346. However, if the transferor does completely liqui- 
date, the transactions would constitute a reorganization under section 
368 (a) (1) (D). In that event under sections 354 (b) (2) (B) and 
356 (f) the shareholder would be permitted to receive without recog- 
nition of gain or loss (or inclusion in income) only the stock which 
has the highest fair market value, and the other stocks would be taxed 
to him as boot under section 356. 

This latter treatment would apply, however, only if as part of the 
plan some or all of the assets of the distributing corporation are trans- 
ferred to another controlled corporation. For example, if corporation 
X has a subsidiary Y (or two subsidiaries, Y and Z) formed in 1950 
and X also owns other assets, a complete liquidation of X in 1958 
would be treated as a capital-gain transaction under section 331 
(assuming it was not a “‘collapsible’’) and not as a reorganization 
under sections 368, 354, and 356. But if, as a part of a plan, part or 
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all of X’s other assets are transferred to a new controlled corporation 
M, the transaction would be treated as a reorganization under 368 
(a) (1) (D); then, of the properties received by the shareholders in 
the complete liquidation of X, = the stock of the transferee corpo- 
ration M could be received by the shareholders without recognition 
of gain or loss or inclusion in income, since it would be the only stock 
of a corporation a party to the reorganization received by the share- 
holders in the exchange. The stocks of the subsidiaries would be 
treated as boot under section 356. If, in lieu of transferring its 
other assets to new corporation M, corporation X transferred part of 
such assets to subsidiary X and part to subsidiary Y and then dis- 
solved in a transaction not qualiiying under section 355, the share- 
holders could receive without tax the stock of either Y or Z, which- 
ever stock has the highest fair market value, but the other stock would 
be treated as boot under section 356. 


SECTION 20. DISTRIBUTION OF STOCK AND SECURITIES 
OF A CONTROLLED CORPORATION—AMENDMENT OF 
SECTION 355 


The advisory group recommends that section 355 be amended to 
coordinate it more fully with section 346 (relating to partial liquida- 
tions), and to give to the Secretary or his delegate authority to 
approve of certain corporate divisions not spec cifically permitted in 
the statute if he is satisfied that tax avoidance is not one of the 
principal purposes of the tr: nsaction. 

‘he advisory group recommends the continuation of the require- 
ment of existing law that the distributing corporation must in every 
case under section 355 either (1) distribute all of the stock and securi- 
ties of the eae corporation held by it immediately before the 
distribution, or (2) distribute an amount constituting control in which 
latter event t} » Secretary or his delegate must find that the retention 
by the distributing corporation of stock or securities in the controlled 
corporation does not have as one of its principal purposes the avoidance 
of Federal income tax. 

If either of these requirements is satisfied, then under the proposed 
revision the transaction would qualify under section 355 if (1) both 
corporations satisfy the “active business” requirements, (2) the fair 
market value of the stock or securities distributed is at least equal to 
20 percent of the net worth of the distributing corporation, and (3) 
the transaction was not used principally asa - . : for the distribution 
of earnings and profits. (See secs. 355 (a) ( ) (i) and 355 (b).) 
The definition of ‘‘active business” in seiaine: oe (d) would ai 
under section 355 for this purpose. The 20 percent requirement 
corresponds to a similar provision in section 346 (c). 

It is further provided in section 355 (a) (1) (B) (i) of the proposed 
revision that even though the transaction does not otherwise qualify 
under section 355 because of failure to satisfy the active business re- 
quirements or the 20 percent distribution requirement, it will never- 
theless qualify under section 355 if it is established to the satisfaction 
of the Secretary or his delegate that the distribution is not in pursu- 
ance of a plan having as one of its principal purposes the avoidance 
of Federal income tax. For example, even if the controlled corpora- 
tion and the distributing corporation are not engaged in separate 
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businesses, the Secretary or his delegate might find that a division of 
a single business qualifies under section 355, particularly where after 
the division certain stockholders will own stock in only one of the 
corporations and the remaining stockholders will own only stock in 
the other corporation. Permitting some latitude in administration 
of the section should serve to prevent a rigid interpretation of the 
requirements of clause (i). 

As in the case of the definition of “active business’ in section 
346 (d), the provisions of section 355 disqualifying distributions of 
stock or securities of a controlled corporation acquired within the 
previous 5 years where the control was acquired in a transaction in 
which gain or loss was recognized to the transferor, have been revised 
to exclude also acquisitions in which gain or loss was recognized to a 
stockholder ef the transferor. (See secs. 355 (a) (3) (B) and 355 
(b) (2) of the proposed revision.) The provisions of existing law have 
also been clarified with respect to the determination of the acquisition 
of control, particularly with respect to cases in which part of the stock 
was acquired more than 5 years before the distribution. 


SECTION 21. RECEIPT OF ADDITIONAL CONSIDERA- 
TION—AMENDMENT OF SECTION 356 





Reversing theory of Howard v. Commissioner.—Section 356 (a) of 
existing law provides that “If * * * section 354 * * * would apply 
to an exchange but for the fact that’? boot is received, gain shall be 
recognized in an amount not in excess of the amount of boot. In 
Howard v. Commissioner (238 F. 2d 943 (7th Cir., 1956)), a stock- 
holder in corporation A exchanged all of his stock in A solely for 
voting stock of corporation B, as a part of a plan in which B acquired 
control of A. However, some of the other stockholders of corporation 
A received cash from corporation B for their stock in A. The court 
held that, under the comparable provisions of the 1939 Code, the 
transaction did not constitute a reorganization because the controlling 
interest in B was not acquired by A solely for its voting stock. Never- 
theless the court held that under the 1939 Code equivalent of section 
356 (a), the particular taxpayer had no recognizable gain because the 
transaction would have been a reorganization under the predecessor 
of section 368 (a) (1) (B) “but for the fact that’ part of the con- 
sideration given by A to acquire stock of B consisted of boot. 

The advisory group recommends that section 356 (a) be amended 
to make clear that it operates only in a tranaction which, independ- 
ent of its provisions, qualifies as a reorganization under section 368 
or 371 or qualifies as a division under section 355. Such a change is 
believed advisable in order to insure that reorganization transactions 
meet the continuity of interest requirements of section 368 (a) (1) (B) 
and (C). 

In the proposed revision this is accomplished by changing the intro- 
ductory words of section 356 (a) (1) and (2) to read: 

If section 354 would apply to an exchange made pursuant to a plan of reorgan- 
ization * * * but for the fact— 
that boot is received. By virtue of this modification in language the 
boot provision will be inapplicable unless the transaction would con- 
stitute a reorganization aside from the application of section 356. 

The actual result to the taxpayer in the Howard case would be 
sustained under the proposed revision of section 368 (a) (1) (B). See 
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the comments made with respect to section 368 (a) (1) (B), infra, 
under section 26. 

Boot received in 368 (a) (1) (D) reorganizations.—In section 356 (a) 
of existing law, the boot provisions literally operate only where stock 
or securities are exchanged for stock or securities. In a 368 (a) (1) (D) 
reorganization, cases have arisen in which one controlled corporation 
immediately prior to its complete liquidation transfers property gra- 
tuitously to another corporation controlled by the same shareholders 
without receiving back any stock or securities of the transferee. More- 
over, in the area of so-called reincorporations, a corporation may be 
completely liquidated and part of the assets received by the share- 
holders may be transferred by them as a contribution to capital of 
another controlled corporation. In the suggested revision, the lan- 
guage of section 356 (a) (2) (B) (ii) would bring these transactions 
within the boot rule even though no stock or securities are received 
from the transferee corporation. 

The operation of section 356 (a) (2) (B) (ii) may be illustrated by 
the following example. Assume that individual A owns all the out- 
standing stock of corporations X and Y. Corporation X is com- 
pletely liquidated and A, pursuant to a plan, promptly transfers its 
operating assets to corporation Y as a contribution to capital, retain- 
ing personally a substantial amount of cash received by him in the 
liquidation of X. Under section 368 (a) (1) (D) the transaction con- 
stitutes a reorganization because there is a transfer of a part of the 
assets of X to Y, the shareholder of X is in control of Y and X is com- 
pletely liquidated. Under section 368 (b) (2) both corporations are 
parties to the reorganization. Section 354 does not apply because the 
exchange of stock of X is not made solely for stock of another cor- 
poration a party to the reorganization. But section 356 (a) (2) (B) (ii) 
does apply to the transaction because the exchange was made pur- 
suant to a plan of reorganization under section 368 (a) (1) (D) and 
section 354 would apply to the exchange but for the fact that the prop- 
erty received in exchange for the stock of X consists not of stock of Y 
but entirely of other property or money. 

Thus under section 356 (a) (2) (B) (ii) gain or loss will be recognized 
to A, and amounts will be includible in his income, to the extent pro- 
vided in section 356 (b) (1). If the receipt of all or part of the cash 
has the effect of a distribution of a dividend or a partial liquidation, it 
will be taxed to A as such under section 356 (b). Otherwise, the cash 
received and retained by A will be treated under section 356 (b) (1) (B) 
as a distribution to which section 301 (c) (2) and (3) applies, in which 
event it will be applied against and reduce the basis of the X stock in 
the hands of A and any excess will be taxed to A as a capital gain. 

Elimination of gain requirement.—Under section 356 (a) of existing 
law the boot provisions operate to tax a shareholder recipient only 
where the fair market value of stock, securities and boot received by 
him exceeds his adjusted basis for the stock and securities he turns in 
to the distributing corporation in exchange therefor. Thus under 
existing law persons who have a high basis for their stock in the dis- 
tributing corporation (as, for example, where the stock has recently 
been inherited or purchased) may be able to withdraw corporate 
property without dividend tax if the withdrawal occurs as part of a 
plan of reorganization, whereas they could not do so if the distribution 
occurred apart from a reorganization. This might even be the case 
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where a corporation is merely reincorporated in another state while 
remaining in the control of the same stockholders in the same propor- 
tions. 

The advisory group recommends that section 356 be amended to 
tax a shareholder on the receipt of boot in a reorganization, whether 
or not he has a gain on the anallnah in the same manner in general as 
he would be taxed if the distribution were made by the corporation 
without a reorganization occurring. Under section 356 (b) in the 
proposed revision the tax treatment of boot received by a shareholder 
would not depend upon his basis for his stock and would be the same 
whether the property is distributed in a reorganization or in a non- 
reorganization case, except that under section 356 (b) dividend treat- 
ment would be limited to the recipient’s ratable share of the earnings 
and profits of the corporation referred to in section 316 (a) (1) or (2). 
The latter limitation is believed desirable in the reorganization cases 
in order to provide a proper rule for the treatment of boot received 
by holders of preferred stock. 

Treatment of boot as partial liquidations or 302 (a) distributions.— 
In existing law if the boot provisions of section 356 (a) are applicable, 
that part of the gain which has the effect of the distribution of a 
dividend is treated as a dividend to the shareholder to the extent of his 
ratable share of the earnings and profits of the corporation accumulated 
after February 28, 1913. There is, however, no provision in existing 
law stating that such part of the distribution as has the effect of a 
partial liquidation under section 346 or a redemption of stock under 
section 302 (a) shall be treated as such. Accordingly, some boot 
distributions in reorganizations have been taxed to shareholders as 
dividends although they represent the proceeds from the sale of a 
business which might ia entitled to capital-gain treatment as a 
partial liquidation under section 346 if distributed without a reorgani- 
zation occurring. See e. g., Lewis v. Commissioner (176 F. 2d 646 
(ist Cir., 1949)). 

The advisory group recommends that section 356 be amended to 
provide that, in the case of a distribution of boot in a reorganization 
or section 355 transaction, such part of the distribution as has the 
effect of a dividend (but not in excess of the recipient’s ratable share 
of the earnings and profits referred to in section 316 (a) (1) or (2)) 
will be treated as a dividend, such part as has the effect of a partial 
liquidation shall be treated as such, and such part as has the effect 
of a redemption under section 302 (a) shall be treated as such. (See 
sec. 356 (b) (1) (A) in the proposed revision.) If, for example, money 
distributed as boot in a reorganization constitutes the proceeds from 
a sale of a business, and the distribution would qualify as a partial 
liquidation under section 346 if it did not occur as a part of a plan of 
reorganization, it would be treated as received in exchange for part of 
his stock and the gain or loss thereon accorded capital gain or loss 
treatment in the same manner as if the distribution had occurred 
apart from a reorganization. 

It is intended that in determining under section 356 (b) (1) (A) (ii) 
whether the receipt of boot has the effect of a distribution in redemp- 
tion of stock under section 302 (b), the attribution rules of section 
318 shall be applicable to the same extent that they apply under sec- 
tion 302 (b). It is also intended that in determining whether the 
distribution has the effect of a substantially disproportionate redemp- 
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tion under section 302 (b) (2), the 80 percent test therein prescribed 
would be applied with reference to the percentages of stock holdings 
in the corporation acquired in a (B) reorganization and in the trans- 
feror corporation in (C) and (D) reorganizations, and not by refer- 
ence to the percentage holdings in the transferee corporation. Thus, 
in a 368 (a) (1) (C) reorganization, where the assets of the transferor 
corporation are acquired for stock and cash of the transferee, if the 
cash received by the transferor is applied in redemption of some of 
the shares of common stock of the transferor and the transferee’s 
stock is distributed in exchange for the balance of the transferor’s 
common stock, the disproportionality test of section 302 (b) (2) will 
be applied as though the redemptions for cash had been made by the 
transferor corporation in the absence of a reorganization. If in a 
(B) or (C) reorganization common stock is exchanged solely for non- 
voting eet stock and cash of the transferee in the same propor- 
tions on each share surrendered in exchange, the cash will be treated 
as a redemption under section 302 (b) (2) of part of the stock surren- 
dered in exchange and the nonvoting preferred stock will be treated 
as acquired in a tax-free exchange for the balance of the stock surren- 
dered in exchange; but if common stock and cash are received from 
the transferor, the transaction will not have the effect of a dispropor- 
tionate redemption under section 302 (b) (2) in view of the continuing 
common stock interest of the stockholders aad the fact that the cash 
is distributed proportionately. 

Boot received in exchanges for securities.—The advisory group recom- 
mends that section 356 be amended to require that such part of any 
boot received in exchange for securities as has the effect of payment 
of interest on the securities shall be treated as interest income to the 
recipient. (See sec. 356 (b) (2) (A) of the proposed revision.) This 
would change the rule of existing law, established in Commissioner v. 
Carman (i89 F. 2d 363 (2d Cir., 19: 51) )) and Commissioner v. Capento 
Securities Corporation (140 F. 2d 382 (1st Cir., 1944)). In those 
cases the courts held that since boot received in respect of interest 
does not have the effect of a dividend, section 356 provides only 
capital gain treatment for the recipient. However, the amount which 
may be treated as interest would be limited to the interest accrued 
on the securities since the date of the acquisition of the securities by 
the person receiving the boot, or by a person from whom the recipient 
acquired the securities in a transaction in which no gain or loss was 
recognized. This would include, for treatment as interest income, 
boot received in respect of interest accrued during a period of owner- 
ship by a person from whom the securities were acquired by the tax- 
payer by gift or inheritance. 

Boot which is not treated as a dividend, partial liquidation, 302 (a) 
redemption, or interest—In the proposed revision boot which is re- 
ceived in a reorganization or section 355 division, but which is not 
treated as a dividend, partial liquidation, 302 (a) stoc “k redemption 
or interest, would be applied against the basis of the stock or securities 
received in the reorganization, and only the excess over basis would 
be taxed as capital gain. (See secs. 356 (b) (1) (B) and 356 (b) (2) 
(B).) This would change existing law which now requires that capital 
gain on the exchange be recognized to the extent of the amount of 
the boot which is not taxed as a dividend. This change again has 
the effect of coordinating the rules for distributions occurring as a 
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part of a reorganization with those applicable in the absence of a 
reorganization, and seems a necessary corollary of the decision to 
eliminate the requirement of gain as a prerequisite to dividend treat- 
ment of boot received. 

For example, assume the case of a reorganization in which a share- 
holder exchanges common stock for new common stock and cash. If 
the receipt of the cash has the effect of a distribution of a dividend, 
it will be taxed to the shareholder as a dividend whether or not the 
sum of the value of the new stock and the cash exceeds the share- 
holder’s basis for his old stock. But if it does not have the effect of 
a dividend, the cash will be treated as a return of capital and applied 
against the basis of the stock and only the excess over the basis will 
be taxed as capital gain. The result in such case will be substantially 
the same as would be the case if the cash were distributed by the 
corporation apart from the exchange of stock for stock. 

Exchanges for section 306 stock.—In the proposed revision section 
356 (e), dealing with the receipt of boot in exchanges for section 306 
stock, has been amended to make the provision apply only if section 
306 (a) would have been applicable if the amount received on the 
exchange had consisted solely of money. The result under section 
356 (e) should not be any more unfavorable to the holder of the sec- 
tion 306 stock than if the transaction had occurred outside the non- 
recognition rules of part III. 

Receipt of stock in more than one corporation a party to a 368 (a) (1) (D) 
reorganization.—Section 356 (f) has been added in the proposed revi- 
sion to provide that if stock in more than one corporation a party to a 
reorganization is received in a 368 (a) (1) (D) reorganization, only the 
stock having the highest fair market value will be permitted to be 
received without recognition of gain or loss and the other stocks so 
received will be treated as boot. See the comments relating to 
sections 354 (under sec. 19) and 368 (under sec. 26) regarding this 
matter. 

Application to insolvency reorganizations —The advisory group 
recommends that the provisions of section 356 regarding the receipt of 
boot be made applicable to insolvency reorganizations, as was the case 
under the 1939 Code. This has been done in the proposed revision 
of sections 356 and 371. (See the comments relating to sec. 371 
under sec. 27.) 

Rearrangement of present subsections (b) and (c).—In the proposed 
revision subsection (b) of section 356 in present law has been relettered 
as subsection (c), and subsection (c) of present law has been absorbed 
in subsection (a). 


SECTION 22. ASSUMPTION OF LIABILITY—AMENDMENT 
OF SECTION 357 


Types of transactions to which section 357 (c) applies —The advisory 
group récommends that section 357 (c) be made inapplicable to inter- 
corporate exchanges in section 368 (a) (1) (D) reorganizations, because 
in the proposed revision section 368 (a) (1) (D) requires the complete 
liquidation of the transferor corporation. ‘The problem created by 
the situation in which the liabilities exceed the basis of the assets 
transferred stems from the fact that, unless a special rule is provided 
in section 357 (c), the transferor will either have a minus basis for 
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the stock he receives in the transferee or else (if the stock basis is not 
reduced below zero) he may when he later disposes of his stock have 
a gain which will go untaxed. However, under the proposed revision 
of section 368 (a) (1) (D) requiring complete liquidation of the trans- 
feror corporation no problems of ‘‘minus basis’’ will exist because the 
transferor corporation’s basis for the transferee’s stock will disappear 
when the stock is distributed to its shareholders in the liquidation. 
Liabilities of the transferee-—Section 357 (c) (2) (B) has been added 
to state that section 357 (c) is inapplicable where immediately before 
the exchange the liabilities constitute the primary obligation of the 
transferee corporation. This will make clear that section 357 (c) does 
not apply, for example, in cases in which the property transferred has 
merely been put up by the shareholder as security for indebtedness of 
the transferee corporation prior to the transfer. 


SECTION 23. BASIS TO DISTRIBUTEES—AMENDMENT OF 
SECTION 358 





Changes recommended in section 358 (a).—In the proposed revision 
section 358 (a) has been divided into two subsections, (a) and (b), 
because of the changes which have been made in the boot provisions 
of section 356. The new subsection (a) of section 358 would apply 
only to exchanges under section 351 and 361, which contain their own 
boot provisions. The only change recommended is the deletion of the 
provisions of present section 358 (a) (1) (B) (i), regarding amounts 
treated as a dividend, in view of the inapplicability of the language 
to section 351 and 361 exchanges. 

The proposed new subsection (b) would apply to exchanges made 
pursuant to sections 354, 355, 356, and 371 (b). The basis of property 
permitted to be received in exchange for stock under such sections 
without the recognition of gain or loss would be the same as the 
basis of the stock exchanged, decreased by— 

(1) that part of the basis of the stock exchanged which is 
applied in determining gain or loss with respect to so much of 
any boot received as has the effect of a partial liquidation under 
section 346 or a stock redemption under section 302 (a), and 

(2) the amount of any boot received which under section 356 
is applied in reduction of basis of the stock. (See proposed new 
section 358 (b) (1).) 

The basis of property permitted to be received without recognition 
of gain or loss in exchange for securities would be the same as that 
of the securities exchanged, decreased by any amount which under 
section 356 (b) (2) (B) is applied in reduction of basis of the securities 
permitted to be received without recognition of gain or loss. (See 
proposed new section 358 (b) (2).) 

The proposed new section 358 (b) (3) would provide that the basis 
of any boot (except money) received shall be its fair market value, as 
under section 358 (a) (2) of existing law, but a further provision has 
been inserted to the effect that if the distributee of the boot is a cor- 
poration its basis shall be determined, as under section 301 (d), by 
reference to the amount of the distribution determined under section 
301 (b) (1). This change will produce the same basis for property 
received as a dividend by a corporate stockholder in a reorganization 
as would be the case if the distribution occurred apart from a reor- 
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ganization. An additional provision has been inserted as section 
358 (b) (3) (B) to coordinate the basis rules with those of section 334 
(a) where the distribution of the boot has the effect of a partial 
liquidation or section 302 (a) redemption. 

Relettering of subsections (b) and (c).—By reason of the changes re- 
ferred to above, subsections (b) and (c) of section 358 in existing law 
have been relettered as subsections (c) and (d), respectively. 

Liabilities of the transferee—Section 358 (e) in the proposed revi- 
sion (sec. 358 (d) in existing law), treating assumption of liabilities as 
the receipt of boot for the purpose of determining basis adjustments, 
would be made inapplicable to liabilities which, immediately before 
the exchange, are the primary obligation of the transferee. This 
change is consistent with a corresponding change recommended in 
section 357 (c). See the comments relating to section 357 under sec- 
tion 22. 

Property received for treasury stock —Section 358 (f) in the proposed 
revision (sec. 358 (e) in existing law) has been amended so as to make 
certain that the decision in Firestone Tire and Rubber Company (2 
T. C. 827 (1943)) will not apply. This amendment, together with a 
corresponding amendment in section 362 (b), is recommended in order 
to make clear that the basis of property received in a reorganization by 
a corporation in exchange for its own stock is to be determined under 
section 362 by reference to the basis of the property in the hands of 
the corporation from which it is acquired (and not by reference to the 
basis of the stock given in exchange for the property), whether the 
corporation receiving the property gives newly issued stock or gives 
treasury stock in exchange for the property. Both sections 358 and 
362 in present law provide that section 362, rather than section 358, 
shall be applicable if the property is acquired by the ‘‘issuance’”’ of 
stock or securities of the transferee as the consideration in whole or in 
part for the transfer of property to it. In the Firestone case it was 
held under the 1939 Code that the giving of treasury stock in exchange 
for the property does not constitute an “issuance” of stock by the 
transferee company. Changes made in the 1954 Code, particularly 
the insertion of section 1032, may make the Firestone case inappli- 
cable under the 1954 Code, but it is believed desirable to make a 
specific change in sections 358 and 362 in this respect. 

In the proposed revision section 358 (f) (sec. 358 (e) of existing law) 
would be changed to provide that section 358 shall not apply m 
the determination of the basis of property if section 362 is applicable 
in determining the basis of such property, and the language of the 
provision in section 362 (b) would be changed by inserting the word 
“exchange’’ in lieu of the word “issuance.’’ Thus, section 362, instead 
of section 358, would be clearly applicable whether the transferee 
corporation issues new stock or transfers its treasury stock in exchange 
for the property acquired by it. 


SECTION 24. NONRECOGNITION OF GAIN OR LOSS TO 
CORPORATIONS—AMENDMENT OF SECTION 361 


Changing theory of Howard case.-—The advisory group recommends 
that the introductory language of section 361 (b) be changed, in the 
same manner as recommended in section 356 (a), so as to make clear 
that the section applies only if, wholly apart from this section, the 
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transaction constitutes a reorganization. This would make clear 
that the theory adopted in Howard v. Commissioner, supra, will not 
apply under the proposed revision. See the comments relating to 
section 356 under section 21. 

Reduction of corporate gain for boot distributed.—The advisory group 
recommends that section 361 (b) (1) be amended to provide that any 
gain otherwise recognized to the corporation by reason of the receipt 
of boot be reduced to the extent that the boot is distributed by the 
corporation in pursuance of the plan of reorganization. In existing 
law any gain to the corporation is recognized to the extent that boot 
is retained; under the proposed revision the gain otherwise recognized 
would be reduced to the extent boot is distributed. For example, 
assume that the gain realized by the corporation on the exchange is 
$50,000 and that the amount of boot received is $70,000. If the cor- 
poration distributes $15,000 of the boot in pursuance of the plan of 
reorganization, under existing law the full gain would still be recog- 
nized to the corporation because the boot retained ($55,000) exceeds 
the realized gain ($50,000). Under the proposed revision the $50,000 
realized gain would be reduced by the amount of the boot distributed 
($15,000), with the result that only $35,000 of gain would be recog- 
nized to the corporation. This change has been recommended because 
it fits more appropriately into the program recommended in section 356 
of taxing the receipt of the boot at the shareholder level whether or 
not the shareholder realizes any gain on his exchange of stock or 
securities pursuant to the plan of reorganization. A similar provision 
has been inserted in section 351 (b) (1) (B). 

Distribution of money.—Present law, read literally, permits a re- 
duction in the gain otherwise recognized to a corporation in a reorgani- 
zation by reason of its receipt of money or other property in addition 
to stock or securities of the transferee corporation only to the extent 
“of the sum of such money and the fair market value of such other 
property so received, which is not * * * distributed” in pursuance 
of the plan of reorganization. The advisory group recommends that 
the word “such” as applied to money distributed be deleted. Thus 
the gain otherwise recognized to the corporation would be reduced to 
the extent any money, whether or not received from the transferee, 
is distributed in pursuance of the plan of reorganization. Any money 
so distributed will be taxed as boot at the shareholder level. This 
change will make it possible for boot to be taxed to the shareholders, 
rather than to the corporation, where the property received by the 
corporation cannot be distributed. This may occur where the boot 
consists of an assumption of liabilities, or of property which cannot 
be appropriately divided among the shareholders. A similar provision 
has been made in section 351 (b) (1) (B). 


SECTION 25. 





BASIS TO CORPORATIONS—AMENDMENT 
OF SECTION 362 





The advisory group recommends the insertion of a new section 
362 (b) (2) to provide for adjustments to the basis of stock of a sub- 
sidiary held by ° Ps rent Epon ution where, in a reorganization under 
section 368 ( (B) or (C), stock or property is acquired by a sub- 
sidiary in foe are ‘oe ae xk oo by its parent. The new provision 
would also apply where the parent exchanges its own stock for the 
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stock or property and then transfers it to the subsidiary. In view 
of the fact that the subsidiary in such a transaction may receive the 
stock or property without any consideration passing from it to the 
parent, or may issue its own stock or securities to the parent, or may 
transfer other property to the parent in the transaction, it is recom- 
mended that the statute provide that that the appropriate basis 
adjustment shall be made under regulations to be prescribed by the 
Secretary, without spelling out detailed rules in the code. See the 
comments concerning this type of reorganization transaction under 
section 26. 

The advisory group recommends that the last sentence in section 
362 (b) of existing law (sec. 362 (b) (3) in the proposed revision) be 
amended in two respects. The first amendment would make clear 
that section 362 applies to stock or property acquired by a subsidiary 
in are organization in exchange for stock or securities of its parent as 
well as for its own stock or securities. See the comments concerning 
this matter under section 26. The second amendment would make 
specifically inapplicable the result reached in Firestone Tire & Rubber 
Co., supra, relating to cases in which property is acquired by a corpo- 
ration in exchange for treasury stock. See the comments relating to 
section 358 under section 23. 


SECTION 26. DEFINITIONS RELATING TO CORPORATE 
REORGANIZATIONS—AMENDMENT OF SECTION 368 


Statutory mergers and consolidations.—The advisory group recom- 
mends that in the definition of the term “reorganization” in section 
368 (a) (1), statutory mergers and consolidations (now covered in 
sec. 368 Gy (1) (A)) should be abolished as a separate category. There 
should be no difference in the tax treatment of reorganization transac- 
tions depending upon whether it is possible under the local law to 
consummate them by a statutory merger or consolidation, or whether 
they must be carried out by an exchange of stock for properties or 
an exchange of stock for stock. Moreover the advisory group 
recommends that the requirements for ‘‘continuity of interest” which 
it believes should be adopted in the (B) and (C) reorganizations, be 
made applicable to statutory mergers and consolidations as well. 
Accordingly, in the proposed revision statutory mergers and con- 
solidations have been included within the (C) and (D) reorganization 
provisions. This change should serve to produce consistent tax results 
regardless of the form in which a transaction is cast. 

Mere change of identity, form, or place of organization.—In order to 
retain the familiar lettering of the (B), (C), (D), and (E) reorganiza- 
tions, the provisions of section 368 (a) (1) (F) in existing law, dealing 
with “a mere change in identity, form, or place of organization, 
however effected,’ have been moved to subparagraph (A) in the pro- 
posed revision. In addition, the words “of a corporation’? have been 
added for the sake of clarity without any intention to change the 
meaning of the provision. 

“Continuity of interest” rule in (B) and (C) reorganizations.—Exist- 
ing law requires that in the case of (B) reorganizations (acquisition of 
stock where the acquiring corporation is in control of the corporation 
whose stock is acquired) and (C) reorganizations (acquisition of sub- 
stantially all the assets of another corporation), the sole consideration 
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which may be given by the acquiring corporation must be its voting 
stock, subject to a minor exception in the (C) reorganization cases. 
The “solely for voting stock’’ test has long been criticized and seems 
an inadequate criterion. It was adopted originally in the Revenue 
Act of 1934 before a number of important court decisions were handed 
down establishing principles to be followed in interpreting the reorgan- 
ization provisions of the statute. The test now unduly restricts the 
operation of the reorganization provisions, sometimes to the detriment 
of taxpayers and at other times to the loss of the Treasury. The 
inclusion of a small amount of property other than voting stock may 
lead to imposition of a heavy capital gains tax, or may relieve from 
tax (or convert into capital gain tax) amounts which properly should 
be taxed to shareholders as a dividend. 

The advisory group recommends that in lieu of the “solely for 
voting stock’”’ test there be substituted a requirement that 50 percent 
of the consideration received in exchange for the stock or property 
transferred, measured by fair market value, consist of stock of the 
acquiring corporation. The advisory group believes that if the trans- 
ferors receive one-half of their consideration in the form of a stock 
interest in the transferee, there is a sufficient continuity of interest 
in the stock or properties transferred by them to invoke the non- 
recognition of gain or loss provisions of ‘the reorganization sections. 
Particularly in view of the stricter provisions which have been recom- 
mended in section 356 regarding dividend treatment to shareholders 
receiving boot in corporate reorganizations, the proposed new test 
should be of as much benefit to the Treasury in appropriate cases as it 
will be to taxpayers in others. It is intended that in (B) reorganiza- 
tions (stock-for-stock) boot received by the shareholder can have the 
effect of a ees and be taxable as such, under the boot provisions 
of section 356 (b) (1) in the same manner as in (C) and (D) reorganiza- 
tions, dleberiniod in each case by reference to the earnings of the 
acquired or transferror corporation as though the distribution of the 
boot had been made by it. 

The advisory group believes that it should be immaterial whether 
the stock so received is voting or nonvoting, since the test should be 
that of an economic continuity of interest rather than a right to vote 
in the election of directors or on other corporate matters. Further- 
more, it would be difficult to provide or administer a rule which 
would require that voting rights be proportionate to the fair market 
value of the property transferred, and unless such a requirement is 
made the voting stock test is relatively inconsequential. 

The advisory group further believes that, as in existing law, pre- 
ferred stock as well as common stock should be permitted to be 
received without recognition of gain or loss. Existing law permits 
voting preferred stock to be received in (B) and (C) reorganizations, 
and permits both nonvoting and voting preferred stock to be received 
in statutory mergers and consolidations. In view of the recommenda- 
tion that the special rules relating to statutory mergers and consolida- 
tions be abolished and that voting rights not be the criterion for 
determining continuity of interest, “the advisory group recommends 
that both voting and nonvoting preferred stock be permitted to be 
received in both (B) and (C) reorganizations. It would obviously be 
advisable to permit preferred stock of the transferee to be exchanged 
in (B) and (C) reorganizations for preferred stock. Since common 
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stockholders could exchange their common stock for preferred stock 
in a tax-free recapitalization prior to the transactions with the trans- 
feree corporation, it would seem advisable to permit the same result 
to be accomplished entirely as a part of a single tax-free exchange with 
the transferee corporation. It is true that the preferred stock of the 
transferee may represent only a limited interest in the continuing 
enterprise. Preferred stock, however, is subject to the business risks 
of the transferee, the degree of risk depending upon the amount of 
equity represented by the common stock. There is a sharp distinction 
in the code between debt on the one hand and stock (both preferred 
and common) on the other—for example, with respect to the interest 
deduction, the treatment of payments made in redemption of the 
securities, ete. The provisions of section 306 seem adequate to prevent 
any avoidance of tax which might otherwise flow from the receipt of 
both preferred and common stock. The advisory group recommends, 
therefore, that preferred stock of the transferee be permitted to be 
received in the reorganization exchange. 

In determining under the proposed new test the consideration 
received in a (C) reorganization there would not be included any 
liabilities of the transferor assumed by the transferee, nor any liability 
to which the transferred property is_ subject. See section 
368 (a) (2) (B) in the proposed revision. 

The advisory group considered, but does not recommend, the use 
of a continuity of interest test based upon the relative sizes of the 
acquiring corporation and the acquired corporation. See, for example, 
section 359 of H. R. 8300 (the Internal Revenue Code of 1954) in 
the form in which it passed the House of Representatives, requiring 
that, except in the case of certain mergers and consolidations of 
publicly-held corporations, the shareholders of the acquired corpora- 
tion own not less than 20 percent of the stock of the acquiring corpora- 
tion outstanding after the acquisition. The “solely for voting stock” 
test of the 1939 Code was restored and the relative size test was 
eliminated before the final enactment of the 1954 Code. After careful 
deliberation the advisory group has recommended the ‘‘50-percent 
stock” rule discussed above. It has not recommended adoption of the 
relative size test, although further consideration might be given to 
it as a policy matter. 

“Creeping control’ in (Bb) reorganizations.—Both under the 1939 
Code and the 1954 Code there has rene doubt as to the extent to 
which the statute requires in a 368 (a) (1) (B) reorganization (stock- 
for-stock acquisition) that each of the ee acquisitions be made by 
the acquiring corporation solely for its voting stock. The 1954 
Code amended subparagraph (B) of the 1989 Code so as to cover 
“the acquisition by one corporation, in exchange solely for all or a 
part of its voting stock, of stock of another corporation if, imme- 
diately after the acquisition, the acquiring corporation has contro 
of such other corporation.” In explanation of this rule the Senate 
Finance Committee report accompanying the 1954 Code, and the 
Treasury Regulations, contain an illustration of a case in which one 
corporation purchased 30 percent of the stock of another corporation 
for cash in 1939 and, pursuant to an exchange offer, during a 6-month 
period in 1955 acquired an additional 60 percent of the stock solely 
for voting stock. The stock acquisitions in 1955 are stated to qualify 
as a reorganization, since they were made solely for voting stock and 
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after they were completed the acquiring corporation was in control 
of the other corporation. There remains some doubt, however, as to 
whether if in 1955 some stock was acquired from certain stockholders 
solely for cash and other stock was acquired from other stockholders 
solely for voting stock, the transaction qualifies for nonrecognition 
of gain or loss in the case of those shareholders who exchanged their 
stock solely for voting stock. This was the problem involved in the 
Howard case, supra, in which the court held that the transaction did 
not qualify as a reorganization under the 1939 Code but was none- 
theless free of tax under the boot provisions corresponding to section 
356 of present law. 

The advisory group recommends that this matter be dealt with by 
testing each transaction from the standpoint of the particular share- 
holder on his own exc change with the acquiring corporation. Thus, 
under the proposed revision of the (B) reorganization definition, if 
the new continuity of interest test is met for the particular share- 
holder (i. e., at least 50 percent of the consideration received by him 
consists of stock of the acquiring corporation), the exchange would 
not give rise to recognition of gain or loss to him if the acquiring 
corporation has control of the other corporation immediately after 
the acquisition or acquires such control within 6 months after the 
acquisition. Under this test the tax characteristics of the exchange 
by a taxpayer stockholder would not be dependent upon the nature 
of the transactions by which the corporation acquires other stock 
from other stockholders, so long as the acquiring corporation has 
control immediately after the taxpayer makes his exchange of stock 
or acquires control within 6 months thereafter. It will still be neces- 
sary, however, for the taxpayer to make his exchange in pursuance of 
some plan of the acquiring corporation to acquire a controlling inter- 
est in the other corporation, to increase its stock ownership to the 
point of control, or to extend it beyond a controlling interest. 

Under the proposed. revision of section 368 (a) (1) (B) it would 
be possible for the acquiring corporation to acquire part of a controlling 
interest in another corporation in stock-for-stock exchanges with some 
stockholders and the balance by cash purchases from other stock- 
holders, all as a part of the same plan. While this probably represents 
an extension beyond the present (B) reorganization concepts, the only 
feasible alternative would seem to be either (1) to require separation 
of the two plans in point of time, with the stock-for-stock exchanges 
having to follow the cash acquisitions, or (2) to require that at least 
80 percent of the stock be acquired in tax-free acquisitions. The latter 
alternative, which was the rule in the (B) reorganization definition 
under the 1939 Code, was abandoned in the 1954 Code, and the 
advisory group does not believe that rule should be restored since it 
forever blocks (B) reorganizations if at any time in the past more 
than 20 percent of the stock was acquired by purchase. The other 
alternative makes it essential to determine when a plan for purchase 
of stock ends and a plan for a stock-for-stock exchange begins—a 
determination which frequently is difficult to make with certainty. 
The advisory group believes it desirable, both for the Treasury and 
for business interests, to facilitate the simplification of corporate 
structures through the offering of stock in a parent corporation in 
tax-free exchange for stock in a subsidiary. The exchanging share- 
holder necessarily retains a continuing interest in the enterprise 
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because of the requirement that the parent corporation must have 
80-percent control of the other corporation immediately after the 
exchange or must acquire such control within 6 months thereafter. 
The advisory group, therefore, recommends the proposed revision 
of section 368 (a) (1) (B) as the most satisfactory solution to the 
problem. 

Requirement of complete liquidation, merger, or consolidation in a (C) 
reorganization.—Iin the case of a (C) reorganization, present law per- 
mits the receipt of boot to the extent of 20 percent of the total consid- 
eration received (including in the 20 percent all liabilities assumed), 
but requires neither the complete liquidation of the transferor corpora- 
tion nor the distribution of the boot received. In the proposed revision 
the amount of boot permitted to be received by the transferor corpora- 
tion would be substantially increased. The advisory group has con- 
cluded that it is advisable to require that the transferor corporation 
be completely liquidated pursuant to the reorganization plan, if the 
transfer is not accomplished by statutory merger or consolidation. 
See section 368 (a) (1) (C) (i). This will prevent a transferor corpora- 
tion from distributing the stock of the transferee without tax to its 
shareholders while at the same time retaining the boot for an ultimate 
complete liquidation of the transferor (or a sale of its stock by its 
shareholders) at capital gains rates. The advisory group explored 
several alternatives, including the possibility of permitting the trans- 
feror to remain in existence provided it distributed any boot received, 
but concluded that complete liquidation of the transferor should be 
required. 

No specific time has been prescribed in which the liquidation must 
be completed, although the liquidation must be carved out pursuant 
to the reorganization plan. It is believed desirable for this purpose 
not to provide a rigid time schedule, but to permit reasonable flexi- 
bility in the light of the practical problems encountered in winding 
up the affairs of the transferor. 

Elimination of overlap between (C) and (D) reorganizations.—Under 
the language of 368 (a) (1) (C) and 368 (a) (1) (D) in existing law a 
transaction may qualify under both provisions. The transaction 
may involve a transfer, solely for voting stock, of substantially all the 
assets of a corporation—thus qualifying under (C). At the same 
time it may also involve a transfer of all or part of the assets to 
another corporation, after which the transferor or its shareholders 
are in control of the transferee—thus qualifying under (D) as well. 
Since some provisions in subchapter C operate solely with respect to 
(D) reorganizations, the possible overlap is dealt with by complex 
rules in sections 368 (a) (2) (A) and 354 (b) (1). The advisory group 
recommends that the overlap be eliminated in simpler fashion within 
the language of sections 368 (a) (1) (C) and 368 (a) (1) (D) by making 
(C) inapplicable where the transferor or its shareholders are in control 
of the transferee and by making (D) apply only where such control 
exists. See sections 368 (a) (1) (C) (in) and 368 (a) (1) (D) (i) in 
the proposed revision. 

Requirement of complete liquidation, merger, or consolidation in (D) 
reorganizations.—Present law does not require the complete liquidation 
of the transferor in a (D) reorganization, but requires only that stock 
or securities of the transferee corporation be distributed in a transac- 
tion qualifying under sections 354, 355, or 356. However, complete 
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liquidation of the transferor is required if the nonrecognition provi- 
sions of section 354 are to be applicable to a (D) reorganization. 
These separate requirements in the statute lead to some confusion 
and complexity. The advisory group recommends that in a (D) 
reorganization the transferor be required to merge into or consolidate 
with the transferee corporation or ie be completely liquidated. This 
will prevent any retention of assets in the transferor corporation if 
the transaction is to qualify under (D). 

Inapplicability of (D) reorganizations to section 355 corporate divi- 
sions.—In order to prevent any overlap of the provisions of section 355, 
relating to a corporate division, with those of section 368 relating 
to a (D) reorganization, the advisory group recommends that sec- 
tion 368 (a) (1) (D) be made inapplicable where any part of the plan 
of reorganization constitutes a distribution of stock or securities to 
which section 355 (or so much of sec. 356 as relates to sec. 355) applies. 
See the comments relating to section 354 (under sec. 19) for further 
explanation of this change. 

‘‘Reincorporations”’ under section $68 (a) (1) (D).—Under existing 
law a number of cases have arisen in which shareholders have sought 
to withdraw corporate funds in a transaction which would be treated 
as a dividend if the distribution occurred apart from a plan of its 
complete liquidation, by means of first completely liquidating the 
corporation and then transferring the assets which are to remain in 
corporate form to a new corporation controlled by the same share- 
holders. The assets which are to continue in corporate ownership may 
be transferred by the shareholders to a new corporation in exchange 
for its stock or may be transferred by them to an existing controlled 
corporation as a contribution to capital. While, in the main, the 
courts have managed to deal adequately with these cases in order 
to prevent tax avoidance, the advisory group recommends that 
certain changes be made in the statute to give the Internal Revenue 
Service and the courts full opportunity to deal with these transactions 
as reorganizations and, in appropriate cases, to treat as dividends the 
assets which are withdrawn from corporate ownership and retained 
by the stockholders. 

The first of the recommended changes is the deletion of the require- 
ment in the introductory words of section 368 (a) (1) (D) that the 
transfer of assets be made “by a corporation.” Thus a transfer, after 
the distribution in complete liquidation, made by the shareholders of 
the liquidating corporation to the other corporation pursuant to the 
plan would be made to qualify as a reorganization to the same extent 
as if the transfer were made directly by the liquidating corporation 
to the other corporation. Secondly, in the new provision in section 
368 (a) (1) (D) (ii) requiring that the transferor corporation be 
completely liquidated (unless it is merged into or consolidated with the 
acquiring corporation) it would be specific rally stated that the liquida- 
tion may precede, accompany or follow the transfer of the corporate 
assets to another corporation. Finally, as mentioned in the com- 
ments with respect to section 356 (under sec. 21), a recommended 
amendment to section 356 (a) would make the boot provisions appli- 
cable even if no stoc’s of the transferee corporation is acquired by the 
shareholders in the transaction—as would be the case, for example, 
where after the complete liquidation part of the assets are transferred 
by the shareholders as a contribution to capital of another corporation 
controlled by them. 





CORPORATE DISTRIBUTIONS AND ADJUSTMENTS 67 


Amplification of the provisions reversing the rule of the Groman and 
Bashford cases.—In the decisions of the Supreme Court in Groman v. 
Commissioner (320 U. S. 82 (1937)), and Helvering v. Bashford (320 
U. S. 454 (1937)), and in a number of subsequent decisions in lower 
courts, it was held that the reorganization provisions of the 1939 Code 
and predecessor revenue acts did not apply where a corporation 
acquired the assets or stock of another corporation, and pursuant to 
the plan transferred such assets or stock to a wholly owned subsidiary 
of the acquiring corporation. Further, the reorganization provisions 
were held inapplicable where the stock or assets were acquired directly 
by a subsidiary, and stock of its parent corporation was issued in 
exchange therefor. 

The 1954 Code sought to change the result of those decisions, in 
cases in which assets of another corporation are acquired, by making a 
number of changes throughout section 368. The advisory group 
recommends that most of the rules dealing with this problem be 
gathered together in a new section 368 (e). 

Under the revision recommended by the advisory group, the rule 
of the Groman and Bashford cases would be overturned with respect 
to acquisition of stock in (B) reorganizations as well as with respect 
to acquisition of assets in (C) reorganizations. Either the parent or 
the subsidiary would be able to issue stock or securities in exchange 
for the stock or assets acquired, and part of such stock or securities 
could be issued by the parent and part by the subsidiary. In addition, 
it would be specifically provided that part of the acquired stock or the 
acquired assets can be retained in the parent corporation and part 
transferred to the subsidiary pursuant to the plan. Moreover, while 
existing law may possibly be interpreted to erie the parent from 
assuming liabilities of the transferor corporation in a (C) reorganization 
while transferring the acquired assets to the subsidiary. the proposed 
provision would permit this to be done. Again, while e> isting law does 
not specifically provide that the basis of the stock or assets to the 
transferor carries through to the subsidiary in all cases, this would 
be clearly provided for by a change recommended in section 362 (b) (3) 
(last sentence of section 362 (b) in existing law). Finally, by virtue of 
the insertion of a new section 362 (b) (2), an adjustment to the basis of 
the subsidiary’s stock in the hands of the parent corporation would be 
provided for under regulations to be prescribed by the Secretary. See 
the comments relating to section 362 under section 25. 

Subparagraph (C) Reorganization where the transferee corporation 
already owns stock in the transferor.—Under the law as it existed prior to 
the change made in 1934, it was held in Winston Bros. Co. v. Helvering 
(76 F. 2d 381 (8th Cir., 1935)) that where a parent corporation owned 
60 percent of the stoc k of a subsidiary and issued its stock for all the 
assets of the subsidiary, the transaction qualified under the provision of 
that law comparable to present section 368 (a) (1) (C), despite the fact 
that the parent corporation received back in the sotlaghelt liquidation 
of the subsidiary 60 percent of the stock which the parent gave to the 
subsidiary in the transaction. 

In Rev enue Ruling 54-396 (C. B. 1954-2, 147), the Internal Rev- 
enue Service held that under the 1939 Code such a transaction would 
not constitute a (C) reorganization because the parent corporation 
would in effect acquire 60 percent of the assets of the subsidiary in 
the complete liquidation of the subsidiary, and therefore would not 
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acquire the assets solely e exchange for voting stock of the parent. 
In Revenue Ruling 57-278 (1. R. “B. 1957-25, 17), under the 1954 
Code, the Service recently held that a transaction of such nature 
therein described would constitute a (C) reorganization under the 
1954 Code. Although there was no change in the language of section 
368 (a) (1) (C) in the 1954 Code to cause the different result, the 
Service reached this conclusion because of the change made in the 
1954 Code in the (B) reorganization definition. Unlike the 1939 Code, 
the (B) reorganization provisions in the 1954 Code would apply if 
the parent issued solely its voting stock to the minority shareholders 
of the subsidiary in exchange for the remaining outstanding 40 percent 
of the subsidiary’s stock, regardless of the manner in which the parent 
acquired the 60 percent interest in earlier transactions not a part of 
the current plan. 

In order to clarify this situation, the advisory group recommends 
that a specific provision be inserted in section 368 (a) (2) (C) stating 
that for the purposes of (C) reorganizations, the fact that the acquiring 
corporation owns stock or securities in the transferor corporation prior 
to the transfer shall be disregarded. 

“Downstairs” and “upstairs’’ mergers.—Under the proposed revision 
it is intended that so-called “downstairs” mergers (i. e., cases in which 
a parent corporation merges into a subsidiary) will fall within the 
provisions of section 368 (a) (1) (D). So-c alled “upstairs” mergers 
are intended to fall within the provisions of section 368 (a) (1) (C), 
unless they are governed by the provisions of section 332, relating to 
complete liquidations of subsidiaries which are 80 percent or more 
owned by a parent corporation. The application of section 368 (a) 
(1) (C) to the “upstairs” merger case will not be prevented by the 
requirement of section 368 (a) (1) (C) (iii) that neither the transferor 
nor its shareholders be in control of the transferee corporation. The 
parent transferee corporation cannot be considered to be in control 
of itself, particularly since “control” is defined in section 368 (c) in 
terms of ownership of stock of a corporation. 

Relocation of certain parenthetical material in reorganization provi- 
sions.—Section 368 (a) (1) (B) of existing law, in requiring that a 
corporation acquiring stock in another corporation be in control of 
the other cor poration immediately after the acquisition, contains a 
parenthetical phrase “(whether or not such acquiring corporation had 
control immediately before the acquisition).” In order to simplify 
the language of section 368 (a) (1) (B) this provision has been inser ted 
as section 368 (a) (2) (A) in the proposed revision. 

Section 368 (a) (1) (D) of existing law, in requiring that immediately 
after the transfer control of the transferee must remain in the trans- 
feror or its shareholders, adds a parenthetical phrase ‘(including 
persons who were shareholders immediately before the transfer). 
Again for purposes of simplifying the language of section 368 (a) (1) 
(D), this provision has been inserted as section 368 (a) (2) (D) in Nes 
proposed revision. It has also been made applicable in determing the 
absence of control for the purposes of the revised section 368 (a) (1) (C). 

Status of stock rights —The regulations under existing law take the 
position that rights to subscribe for stock do not constitute stock or 
securities within the meaning of the reorganization provisions. The 
advisory group recommends the addition of a new section 368 (d) to 
state specifically that for the purposes of the reorganization provisions 
the term “stock” includes rights to acquire stock. 
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SECTION 27. REORGANIZATION IN CERTAIN RECEIVER- 


SHIP AND BANKRUPTCY PROCEEDINGS—AMENDMENT 
OF SECTION 371 





Under the 1939 Code if a shareholder or security holder of a cor- 
poration involved in certain insolvency reorganization received boot 
as well as stock or securities, the boot could in appropriate circum- 
stances be taxed as a dividend. However, the comparable provision 
in the 1954 Code (sec. 371 (b) (2)) provides only that the receipt of 
boot can give rise to the recognition of gain and does not provide that 
any part of such gain may be treated as a dividend. 

The advisory group recommends that section 371 (b) be amended 
to provide that boot so received shall be treated as provided in section 
356, in which event it can be taxed as a dividend, as a partial liquida- 
tion, as a redemption of stock under section 302 (a), as interest, or as 
a return of capital, as may be appropriate in each case. Furthermore, 
the advisory group recommends that the “greater principal amount 
rule,’ which is applicable generally in the reorganization provisions 
but was not specifically incorporated in section 371 (b) in the 1954 
Code, be inserted therein as section 371 (b) (2). 


SECTION 28. CARRYOVERS IN CERTAIN CORPORATE 
ACQUISITIONS—AMENDMENTS OF SECTION 381 


Subsection (a) of section 381 now provides that an acquiring cor- 
poration in certain types of nontaxable asset acquisitions shall succeed 
to and take into account certain specified tax attributes of the dis- 
tributor or transferor corporation, subject to the conditions and 
limitations set forth in subsections (b) and (ce). Subsection (b) states 
certain operating rules and subsection (c) lists the particular items 
referred to in subsection (a) and the limitations upon their inheritance. 

The types of nontaxable asset acquisitions now referred to in 
subsection (a) are— 

(i) Liquidations of subsidiaries under section 332 but only 
where the parent corporation takes over the subsidiary’s asset 
basis; and 

(ii) Transfers in reorganization under section 368 (a) (1) (A), 
(C), (D) (but only if the requirements of section 354 (b) (1) (A) 
and (B) are met) and (F). 

Liquidation of subsidiaries.—The advisory group has considered the 
desirability of limiting the applicability of section 381 to section 332 
liquidations which involved the distribution in liquidation of a going 
business. If section 381 were so limited a premium would be placed 
on the timing of the sale of the subsidiary’s assets; a sale of its business 
before the liquidation would be treated differently than a sale of the 
business by the parent after the liquidation. Under present law the 
tax consequences of a sale of a subsidiary’s assets, where the sub- 
sidiary’s asset basis is carried over in a section 332 liquidation, is no 
different whether the sale is made by the subsidiary before the liqui- 
dation or by the parent after the liquidation. There appears to be 
no reason for applying a different policy for the purposes of section 
381. Moreover, adoption of a going business requirement would 
involve troublesome definitional problems. Accordingly, the advisory 
group recommends no limitation in such regard. The advisory group 








70 CORPORATE DISTRIBUTIONS AND ADJUSTMENTS 


also considered the desirability of restricting the application of section 
381 to section 332 liquidations which are effected shortly after the 
parent acquires the subsidiary’s stock in a nontaxable (B) spergen- 
zation. In view of the proposed amendments to section 382, which 
would apply to the carryover of losses in connection with (B) acquisi- 
tions, it was concluded that no such restriction in section 381 is needed. 

Necessity of requiring liquidation of transferor corporation in (C) and 
(D) reorganizations.—At present, as indicated above, section 381 (a) 
states that the requirements.of section 354 (b) (1) (A) and (B) must 
be met—at least in a (D) reorganization—in order for the section to 
apply. This means that in a (D) reorganization the transferee cor- 
poration must acquire substantially all the assets of the transferor 
corporation and the consideration received by the transferor as well 
as its other properties must be distributed in pursuance of the plan of 
reorganization. It is questionable whether this requirement also ap- 
plies to a (C) reorganization. Under the revised reorganization pro- 
visions herein proposed the transferor corporation in both a (C) 
reorganization and a (D) reorganization must be liquidated. Ac- 
cordingly, if the nation y group’s recommendations with respect to the 
reorganization provisions are adopted, no special provision is needed 
in section 381 (a) with respect to liquidation of the transferor corpo- 
ration. This view is reflected in the proposed subsection (a) (1) (B)s 

Corporate divisions under sections 355 and 356 involving intercorporate 
transfers under section 351.—Although section 312 (i) of the 1954 Code 
provides that, in the case of corporate divisions under section 355 or 
section 356, proper allocation with respect to the earnings and profits 
of the distributing corporation and the controlled corporation or 
corporations shall be made under regulations prescribed by the 
Secretary or his delegate, section 381 excludes such corporate divisions 
from its “applic ation. If a transferee in a corporate separation under 
these provisions is not to succeed to the designated tax attributes of the 
transferor corporation, presumably the transferor corporation would 
retain all the attributes it formerly possessed and the transferee 
would not be required or permitted to take any of them into account. 
This would appear to produce an unsound result in some cases and to 
permit the tax consequences to depend upon which corporation is 
used as the transferor corporation. The advisory group recommends 
that section 381 be amended to cover intercorporate section 351 trans- 
fers in connection with corporate divisions under sections 355 and 356; 
and that, in the case of such transactions, the designated tax attributes 
be divided between the respective corporations in a manner appro- 
priate to the character of the items and their relationship to the assets 
and liabilities of the respective corporations. Because of the difficulty 
of attempting to incorporate in the statute all the rules that might be 
appropriate to the various items in the differing situations that ‘might 
arise and of the undue statutory complications that would be involved, 
the advisory group recommends that the implementation of the 
general rule (including the application of section 382) be left to 
regulations. However, the broad policy to be followed in the regula- 
tions is indicated by the proposed statutory provision, including the 
requirement that net operating loss carryovers and earnings and 
profits—two of the principal items—are to be divided in a manner 
appropriate to the assets owned by each of the corporations. Of 
the other tax attributes specified in section 381 (c), it is intended 
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as indicated above that the tax treatment be determined in keeping 
with the underlying policy of the section. Some of them might 
appropriately be attributed to the corporation owning the assets 
to which the particular items relate and some might appropriately 
be attributed to both corporations or to neither. The proposed 
provisions of subsection (a) (1) (C) and (3) deal with this problem. 

Subparagraph (C) reorganizations involving asset acquisitions by, or 
asset transfers to, subsidiaries.—The 1954 Code permits the acquisi- 
tion of assets in a (C) reorganization by a subsidiary in exchange for 
the parent’s stock or by the parent in exchange for its stock followed 
by a transfer of all or part of such assets to a subsidiary. The provi- 
sions of section 368 (e) herein proposed continue this policy. 

Section 381 does not state whether in such cases the parent or the 
subsidiary is to be the acquiring corporation which succeeds to the 
transferor’s tax attributes or whether different results flow from use 
of the two available methods of accomplishing the same result. Nor 
is there any indication of what happens where the parent and sub- 
sidiary. divide the transferor’s assets between them. While it is 
arguable that such items as net operating loss carryovers and ac- 
cumulated earnings and profits may reasonably be treated differently 
in such situations, the advisory group has concluded, partially in the 
interest of simplicity, that the existing administrative policy should 
be followed and that the corporation owning the assets should succeed 
to both of these attributes. Accordingly, under the proposed subsec- 
tion (a) (2) the subsidiary and not the parent would be considered 
the acquiring corporation for purposes of section 381 if it acquires 
substantially all of the assets transferred in the reorganization either 
directly from the transferor corporation or upon retransfer from the 
parent corporation. 

The proposed subsection (a) (3) covers the situation where the 
acquired assets are so divided between the parent and one or more 
subsidiaries that no one corporation owns substantially all the trans- 
ferred assets. In such cases the parent corporation could have been 
made the acquiring corporation for purposes of section 381, but this 
would amount to giving the parent an election to determine the loca- 
tion of tax attributes simply by retaining a substantial part of the 
assets transferred. Alternatively, the benefit or burdens of the tax 
attributes could be denied to all the corporations ; but this would result 
not only in preventing any corporation from using attributes that are 
beneficial but would also make it possible by careful planning to avoid 
the inheritance of burdensome tax attributes. Accordingly, the 
advisory group believes it preferable to provide that, in cases where no 
one corporation owns substantially all the acquired assets, net operat- 
ing loss carryovers and accumulated earnings and profits should be 
apportioned between the respective corporations holding a substantial 
portion of the transferred assets in a manner appropriate to the assets 
acquired and that the treatment of the other tax attributes referred 
to in subsection (c) should be determined on a rational basis depending 
on the character of the particular item involved and its relationship to 
the assets and liabilities owned by the respective corporations, in 
keeping with the underlying policy of section 381. Here again any 
attempt to spell out. in the statute all the necessary rules to cover the 
differing items and situations would unduly complicate the statute; 
and, as with corporate divisions, it is recommended, as provided for 
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in subsection (a) (3), that with the indicated guides the matter be left 
to regulations. 

Accounting methods.—Paragraphs (4), (5), (6) and (8) of subsection 
(c) deal with accounting matters ((7) was repealed). Paragraph (4) 
is a general provision entitled ““Accounting Methods” while the other 
three paragraphs which follow it relate to specific accounting items, 
To improve the form of the statute and avoid the possibility of con- 
fusion without intending any change in substance, the advisory group 
recommends that these paragraphs be made into subparagraphs of 
paragraph (4), the final subparagraph to be the present paragraph (4), 
slightly revised to indicate that it is intended to apply to accounting 
methods other than those covered in the three preceding subpara- 
graphs. With this change, the succeeding paragraphs in the statute 
should be renumbered consecutively accordingly. 

Treatment of obligations deductible by transferor corporation if paid 
by it.—The present paragraph (16) permits the acquiring corpora- 
tion to deduct certain obligations and liabilities of the transferor 
corporation assumed on the reorganization if such obligations and 
liabilities would have been deductible by the transferor corporation if 
paid by it. However, the last sentence of the paragraph makes it 
inapplicable if such obligations are reflected in the amount of stock, 
securities, or property transferred by the acquiring corporation to the 
transferor corporation in consideration for the latter’s property. 
Since liabilities assumed by an acquiring corporation will normally be 
reflected in the consideration given by it for the property acquired, 
the benefit of this provision is in general limited to liabilities for which 

no provision was made and which were unknown or contingent at 
the time of the acquisition. The advisory group believes that, con- 
sistent with the general policy underlying section 381 of placing the 
transferee corporation in the tax shoes of the transferor corporation 
and to avoid evidentiary difficulties, it would be preferable if tax 
liabilities and other liabilities of the transferor corporation assumed 
by the acquiring corporation in a reorganization were deductible by 
the acquiring corporation paying the same if the transferor corporation 
could have deducted them had it made the payment, even though 
such liabilities are reflected in the consideration given for the acquired 
property. Accordingly, the advisory group recommends the elimina- 
tion of the last sentence of the present paragraph (16), the proposed 
paragraph (12). 

Catchall provision.—There is at present no catchall provision in 
section 381 designed to permit its application to other items not spe- 
cifically described therein or elsewhere in the code, though they be 
of the same general character. One such item is the right of an ac- 
quiring corporation to continue amortizing an emergency facility on 
the basis of a ¢ oo pom ate of necessity granted to the tr: ansferor corpora- 
tion, as permitted under the 1939 Code. Other such items as to which 
the rights of an acquiring corporation are not specified include re- 
search expenditures, excess soil and water conservation expenditures, 
foreign tax credits, elections on war loss recoveries and borrower status 
for section 312 (j) windfall distributions. ‘The advisory group recom- 
mends that a general provision be added at the end of the itemized list 
of tax attributes in subsection (c), providing that the acquiring corpo- 
ration shall be treated as the distributor or transferor corporation 
with respect to any item or for any purpose not referred to in subsec- 
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tion (c) if it is established to the satisfaction of the Secretary or his 
delegate that such item or purpose is in a category similar to that of 
any of the items referred to and that such treatment is consistent with 
the treatment of such items. This is covered by the proposed new 
paragraph (17) 

Technical amendments—The amendments recommended in sub- 
sections (b) and (c) (1) (A) and (C) (v) are minor clerical changes. 


SECTION 29. SPECIAL LIMITATIONS ON NET OPERATING 
LOSS CARRYOVERS—AMENDMENT OF SECTION 382 


The advisory group has carefully reviewed the policy considerations 
involved in the determination of the circumstances under which limi- 
tations should be imposed on the allowance of the full amount of a 
corporate net loss carryover, whether originating with the same 
corporation or inher ited from a predecessor corporation. The rules 
of existing law are conflicting and uncoordinated. In fact, there is a 
serious question whether they do not serve more to blueprint than to 
prevent avoidance. 

The problems are most acute in section 382, which seeks to spell 
out precise rules for specific situations. Generally speaking, section 
382 (a) covers stock acquisition and section 382 (b) covers asset acqui- 
sition cases. ‘They are separately compartmented, and it is difficult 
to find any common thread of policy running through the section as 
a whole. Under section 382 (a), existing carryovers of a corporation 
are wiped out if, within a 2-year period, “there is a 50- -percent change 
in ownership coupled with a failure to continue the corporation’s 
business substantially unchanged. However, these rules apply only 
if the change of ownership results from a purchase or redemption of 
stock and there are no limitations if the change of ownership results 
from a tax-free exchange; e. g., a section 368 (a) (1) (B) reorganiza- 
tion. Section 382 (b) imposes limitations in the case of mergers and 
other reorganizations involving the tax-free acquisition of assets, in 
connection with which section 381 provides that loss carryovers may 
be inherited; but, again, there is a hiatus, in that no express limita- 
tions are imposed in the case of tax- free acquisitions (with accom- 
panying inheritance of loss carryovers) by way of section 332 liquida- 
tions. Moreover, section 382 (b) is operative only where the share- 
holders of the loss corporation wind up with less than a 20-percent 
interest in the combined enterprise. While section 382 (a) results in 
a complete loss of carryover where applicable, section 382 (b) results 
in only a pro tanto reduction, proportionate to the extent that the loss 
corporation’s shareholders’ interest is less than 20 percent. There is 
also no requirement in section 382 (b) of continuity of business, as 
there is in section 382 (a). And taxpayers have made much of the 
statement in the committee report on the 1954 Code that applicability 
of section 382 (b) to any extent prevents application of section 269 
regardless of result. The technique (as to the effectiveness of which 
the advisory group expresses no opinion and which, it is understood, 
the Internal Revenue Service is certain to challenge) is to give the loss 
corporation’s shareholders, say, a 19-percent interest, thereby accept- 
ing a 5-percent reduction in carryovers to insure against a much 
greater, perhaps even a total, disallowance under section 269. 
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The above discussion is far from exhaustive on the shortcomings of 
existing law. Can taxpayers avoid both subsections of section 382 
by acquiring the stock of the loss company in a section 368 (a) (1) (B) 
reorganization and then liquidating the company under section 332, 
where acquisition of the assets directly in a section 368 (a) (1) (C) 
reorganization would bring section 382 (b) into play? Can the share- 
holders of the acquiring company purchase the stock of the loss com- 
pany and then merge it into the acquiring company, relying on the 
common-ownership provision of section 382 (b) (3) to escape the 
limitations of the section? It is clear that present law has created a 
very difficult situation for the Internal Revenue Service. 

In seeking a solution to the carryover problem, the advisory 
group considered the possibility of employing the principle under- 
lying the recent Supreme Court decision in Libson Shops, Inc. v. 
Koehler (353 U. S. 382 (1957)), a merger case under the 1939 Code, 
that loss carryovers can be applied only against income from the 
business which generated the loss. Such an approach was rejected, 
however, on the ground that it would result in too narrow a rule, 
not in harmony with the general carryover scheme of the statute, 
and that it would be very difficult to draft and apply. 

The advisory group viewed the problem as, basicalty, one of differ- 
entiating between acquisition of a going business, the tax attributes 
of which would be incidental, and mere acquisition of the tax attributes 
themselves. This is not to say that the tax attributes of the particular 
business acquired may not have some financial bearing on negotiations 
for the sale of stock or for mergers, consolidations, or other reorgani- 
zations. This is something that cannot be avoided unless we should 
abandon entirely our concepts of reorganizations and of the corporate 
entity as something existing apart from its shareholders. The prob- 
lem is, to some extent, like that in the Gregory case, one of ruling 
out sham transactions. Continuity will be permitted where the under- 
lying transaction is in harmony with the substance of those concepts, 
and will be denied where it constitutes nothing but manipulating 
shadows. But, to the maximum possible extent, it is desirable to 
particularize the tests to be employed rather than to rely on the 
exercise of judgment, based on general and necessarily vague principles, 
in every case. 

The advisory group believes that the desired result can be accom- 
plished by relating the availability of carryovers to the price paid 

for the business or “stock of the loss corporation so as to eliminate any 
profit from the acquisition of loss carryovers except as an incident to 
the acquisition of a substantial going business. The advisory group, 
therefore, recommends, as a basic rule, that the available carryovers 
of an acquired business be limited to 50 percent of the consideration 
paid for that business. Assuming, for purposes of convenience, a 
corporate rate of 50 percent, this means that the value of the business 
apart from the tax benefit to be derived from the carryovers, must 
be at least 3 times the tax benefit, or 14 times the amount of the carry- 
overs. For example, if a compenntion has loss carryovers totaling 
$200, 000, at least $400,000 would have to be paid for the business 
in order to have the ¢ varryovers fully available. Since the tax benefit 
to be derived from the carryovers would be only $100,000, the acquired 
business itself would have to be worth at least $300,000. Actually, 
however, since it would be an exceedingly rare case where a purchaser 
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would pay dollar for dollar for the hoped-for tax benefits to be derived 
from the carryovers, a much greater relative value would have to 
exist for the business itself than 3 to 1. 

The foregoing statement of the general principle to be applied is 
expressed in terms of.a case. where. the entire proprietary imterest 
changes hands. It will also be applicable where there is ‘Jess than a 
100-percent change in ownership, though, as in the case of existing 
law, the limitations will operate only where the change in ownership 
is so large as to demonstrate that persons who did not participate in 
the ownership during the loss years have taken over the proprietary 
interest. The draft therefore adheres to a 50-percent rule relative to 
change in ownership, but the limitations are independent of the man- 
ner of acquisition, whether of assets or of stock, and, in the case of 
stock, whether taxable or tax free. In asset reorganization cases this 
50 percent cutoff point corresponds to the 20 percent cutoff point 
found in existing section 382 (b). 

Where the change in ownership is less than 100 percent, the 50- 
percent rule relative to available carryover will be applied to the sum 
of the consideration for the stock involved in the change in ownership 
and an amount computed for all the other stock. In computing the 
amount for the other stock, the consideration for the stock involved 
in the change in ownership will be the starting point. That is to 
say, the assumed consideration for the entire business is based on the 
amount which was paid for the portion of the business involved in the 
change in ownership. If 55 percent of the business was involved in 
the change in ownership and the consideration therefor was $500,000, 
then the. assumed consideration applicable to the entire. business is 
$500,000 divided by 55 percent, or $909,090.90, and the carryovers 
could not exceed half that amount, or $454,545.45. Of this full 
amount of $909,090.90, $500,000 would be determined under section 
382 (d) (1) (A) and $409,090.90 would be determined under section 
382 (d) (1) (B). The advisory group considered permitting carryovers 
to be retained in some stock acquisition cases on account of stock 
which did not change hands on the principle that the minority share- 
holders should be allowed to keep the same amount of carryover as 
was allocable to their stock prior to the transaction. A major objec- 
tion to this approach, however, was that the retained carryover so 
measured would benefit principally the new owners, not the old. 
Thus, what was regarded at first blush as its primary justification was 
seen not to be present. Another difficulty was that such a rule would 
lead to discrimination between various types of transactions without 
any real differences. 

The foregoing example would be equally applicable if the acquisi- 
tion were by another corporation in a section 368 (a) (1) (B) reorgan- 
ization or if all the assets of the loss corporation were acquired in a 
section 368 (a) (1) (C) reorganization, the consideration paid for the 
stock or assets, as the case may be, being the fair market value of the 
stock of the acquiring corporation transferred in the reorganization. 
This would also be true if, in the section 368 (a) (1) (C) reorganization, 
the loss corporation acquired all the assets of the profit corporation. 
In all these cases, however, the determination of whether a 50-percent 
change in ownership is involved is made against the background of 
the combined enterprise (except for a retained minority interest in 
a sec. 368 (a) (1) (B) reorganization). 
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The application of proposed section 382 to various fact situations 
may be illustrated by the following examples: 

(1) The X corporation, with no net operating loss carryovers, has a 
net worth of $1,600,000 and the Y corporation, with a $2,000,000 
carryover, has a net worth of $500,000. The X corporation acquires 
80 percent of the stock of the Y corporation for 20 percent of its stock, 
worth $400,000. Under section 382 (b) the change in stock ownership 
is 60 percentage points, since the old shareholders will be deemed to 
have a retained interest of only 40 percent, computed as follows: 20 
percent on account of their 20 percent interest in the X corporation, 
plus 20 percent on account of the retained minority interest. The net 
operating loss carryover of the Y corporation after the transaction, 
will therefore be 50 percent of $400,000, the amount paid for 80 percent 
of the Y corporation’s stock, plus 50 percent of $100,000, the corre- 
sponding amount on account of the retained minority interest, or a 
total of $250,000. Had the net worth of the Y corporation in the 
above example been $1,000,000, instead of $500,000, and assuming 
the X stock had been issued in proportion to the relative net worths 
of the two corporations, there would not have been a 50-percentage- 
point change in ownership as a result of the reorganization with X 
corporation, for the old shareholders of Y corporation would have 
come out with a 33% percent stock interest in X corporation. This, 
when combined with the 20 percent on account of the retained minority 
interest, would have totaled 53% percent, leaving only a 46%-percent- 
age-point change in ownership. Section 382 would therefore not 
operate to reduce the carryover. 

(2) The X corporation has a net operating loss carryover of $175,000 
and a net worth of $200,000. It has two shareholders, individuals 
A and B. A owns 20 percent of the outstanding stock (all of which 
is common stock) and B owns the remainder. In a recapitalization, 
B receives preferred stock in exchange for 75 percent of the outstanding 
stock of the corporation which he owns so that he thereafter owns 20 
percent of the common stock of the corporation and all of its preferred 
stock. The preferred stock which he receives in the recapitalization 
has a value of $150,000. The net operating loss carryover of the X 
corporation will be 50 percent of $150,000, the amount paid for 75 
percent of the X corporation stock, plus 50 percent of $50,000, the 
corresponding amount on account of the retained minority interest of 
individual B and the interest of individual A in corporation X, or 
$100,000. 

(3) Individual A owns all the stock of the X corporation which has 
a net operating loss carryover of $15,000. It has a net worth of $5,000. 
Individual B pays $10,000 into the X corporation for a new issuance of 
stock which gives him 70-percent control of the X corporation. The 
consideration transferred with respect to stock in the transaction 
which results in the change of ownership is the $10,000 paid into the 
X corporation by individual B. The net operating loss carryover of 
the X corporation after the transaction will be 50 percent of $10,000, 
plus 50 percent of $4,286, the corresponding amount on account of 
the retained interest of A in the X corporation, or a total of $7,143. 

(4) Corporation X has a net worth of $48,000 and a net operating 
loss carryover of $75,000. It acquires substantially all the assets of 
corporation Y, which has a net worth of $72,000, in a transaction 
falling within the definition of a reorganization in section 368 (a) (1) 
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(C). After the reorganization, the former shareholders of corporation 
X (because of giving some value to the net operating loss carryover 
of X corporation) own 45 percent of the outstanding stock of X. In 
such a case the net operating loss carryover of X is limited to $63,636. 
This amount is determined by computing first the consideration 
received by the shareholders of Y. Assume that their 55 percent 
interest is determined to have a value of $70,000. To this $70,000 
there is then added an additional amount based, however, on the 
$70,000 consideration received by the Y shareholders, attributable to 
the 45-percent continuing interest of the X shareholders. The amount 
allocable to this 45-percent interest is $57,273 ($70,000, divided by 
55/100, times 45/100), making a total of $127,273. The net operating 
loss carryover is limited to one-half of this amount, or $63,636. If 
the Y corporation acquired the X corporation under the same circum- 
stances, the result would be the same. 

The advisory group’s recommendation contains appropriate rules 
to cover asset reorganization cases where there are intercompany 
stockholdings prior to the transaction. There are four possible fact 
combinations in this area. Either the profit corporation may own 
stock in the loss corporation, or the loss corporation may own stock 
in the profit corporation. Either the profit corporation acquires the 
loss corporation, or the loss corporation acquires the profit corporation. 
If the profit corporation owns stock in the loss corporation and is also 
the acquiring corporation, the problem is to reflect the fact that the 
shareholders of the profit corporation occupy a dual status—one as 
direct owners of the profit corporation and the other = indirect owners 
of stock of the loss corporation. Section 382 (c) (2) is designed to 
take this fact into account. If the profit pee owns stock in 
the loss corporation, but the loss corporation is the acquiring corpora- 
tion, the problem is again to reflect the fact of dual status in the case 
of the shareholders of the profit corporation. This is accomplished 
by the reference to indirect ownership of stock of the loss corporation 
in section 382 (c) (1) (B). If the loss corporation owns stock in the 
profit corporation and is also the acquiring corporation, there is no 
problem, because the stock owned by the shareholders of the loss cor- 
poration in their capacity as former shareholders of the loss corpora- 
tion will obviously be that owned immediately prior to the reorganiza- 
tion. Similarly, there appears to be no need for a special rule where 
the loss corporation owns stock in the profit corporation and the 
profit corporation is the acquiring corporation, for all the stock of the 
acquiring corporation received by the shareholders of the loss cor pora- 
tion, ine Tuding the stock formerly owned by the loss corporation, will 
be received as a result of their ownership of stock of the loss cor- 
poration. 

[It is also provided that the limitations of section 382 shall not 
apply if, for at least two years prior to the transaction resulting in the 
change in ownership, more than 50 percent of the fair market value 
of the outstanding stock of each corporation was owned by the same 
persons in substantially the same proportions. This will, of course, 
not validate any earlier transaction in which the stock ownership of 
the loss corporation arose, if, as a result of that transaction, carry- 
overs then in existence were subject to adjustment under this section. 

The general rules described above need to be supplemented in order 
to prevent taxpayers from taking advantage of their specific details. 
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For example, a loss corporation may have assets (perhaps the pro- 
ceeds of sale of its trade or business), though it no longer is engaged 
in trade or business. Such a corporation is really a shell in a business 
sense and must not be permitted to pass its carryovers on to new 
owners. Similarly a going business might be acquired with no idea 
of continuing it, but merely for the purpose of utilizing its carry- 
overs. The proposed mathematical tests would not reach such cases. 
With these possibilities in mind, the advisory group recommends that 
its proposals with respect to section 382 be supplemented by an amend- 
ment to section 269, relating to acquisitions made to evade or avoid 
income tax. This amendment would take the form of a presumption 
that an acquisition is for one of the purposes condemned by section 
269 where, subsequent to the acquisition, the corporation does not 
continue to carry on a trade or business substantially the same as 
that conducted prior to the acquisition. In other words, the test 
which now appears in section 382 (a) (1) (C) would be removed from 
the objective rules of that section and inserted in the more general 
rules of section 269. The advisory group has not as yet prepared a 
draft of these recommendations with respect to section 269. 

While it is recognized that a test of the nature proposed to be 
inserted in section 269 is cast in general terms which are uncertain in 
application to specific cases, it is “believed that such a test is entirely 
appropriate to the kind of ease to which it would be limited under the 
advisory group’s proposal. It is also an integral part of this proposal 
that the application of the general language proposed to be inserted 
be described in some detail in an accompanying committee report. 
This will serve to relieve speculative fears on the part of taxpayers 
entering into transactions in the ordinary course of their business 


and will assist the Government in its administrative problem. 
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